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The IRS Mission

Provide America’s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by

Introduction

The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, legislation, court decisions, and other items of general
interest. It is published weekly and may be obtained from the
Superintendent of Documents on a subscription basis. Bulletin
contents are consolidated semiannually into Cumulative Bulle-
tins, which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the Bul-
letin. All published rulings apply retroactively unless otherwise
indicated. Procedures relating solely to matters of internal
management are not published; however, statements of inter-
nal practices and procedures that affect the rights and duties
of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the rev-
enue ruling. In those based on positions taken in rulings to tax-
payers or technical advice to Service field offices, identifying
details and information of a confidential nature are deleted to
prevent unwarranted invasions of privacy and to comply with
statutory requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,
court decisions, rulings, and procedures must be considered,

applying the tax law with integrity and fairness to all.

and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A, Tax
Conventions and Other Related Items, and Subpart B, Legisla-
tion and Related Committee Reports.

Part lll.—Administrative, Procedural, and
Miscellaneous.

To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury’s Office of the Assistant Secre-
tary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbhar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index for
the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the first Bulletin of the succeeding semiannual
period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 103.—Interest on
State and Local Bonds

The Service solicits public comments on the
application of section 142(a)(6) to tax-exempt bonds
which finance solid waste recycling facilities. See
Notice 2002-51, page 131.

Section 142.—Exempt Facility
Bond

The Service solicits public comments on the
application of section 142(a)(6), which permits tax-
exempt bonds to be issued to finance solid waste
disposal facilities. See Notice 2002-51, page 131.

Section 401.—Qualified
Pension, Profit-Sharing, and
Stock Bonus Plans

Will the Service challenge the deductibility of
certain contributions actually made during the tax-
able year in anticipation of section 401(k) deferrals
and section 401(m) matching contributions? See
Notice 200248, page 130.

26 CFR 1.401-1: Qualified pension, profit-sharing,
and stock bonus plans.
(Also 88 404, 415, 4972; 1.415-6.)

Rev. Rul. 2002-45

Restorative payments; nondiscrimi-
nation; deductions; qualified defined
contribution plan. This ruling describes
two situations in which certain payments,
which are termed “restorative payments”
in the ruling, to a qualified defined con-
tribution plan are not treated as contribu-
tions for various sections of the Code.

| SSUE

Under the facts described below, are
payments to the trust of a defined contri-
bution plan qualified under § 401(a) of
the Interna Revenue Code (the Code)
treated as contributions for purposes of
§ 401(a)(4), 401(k)(3), 401(m), 404,
415(c), or 4972?

FACTS

Stuation 1. Employer M maintains
Plan X, a defined contribution plan, for
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the benefit of M’s employees. The plan is
qualified under 8§ 401(a). Employer M
caused an unreasonably large portion of
the assets of Plan X to be invested in
Entity G, a high-risk investment. It is
later determined that the investment has
become worthless.

A group of participantsin Plan X files
a suit against Employer M alleging a
breach of fiduciary duty in connection
with the investment in Entity G. Follow-
ing the filing of the suit, the parties agree
to a settlement pursuant to which
Employer M does not admit that a breach
of fiduciary duty occurred but makes a
payment to Plan X equal to the amount of
the losses (including an appropriate
adjustment to reflect lost earnings) to
Plan X from the investment in Entity G.
The settlement also provides that the pay-
ment will be alocated among the indi-
vidua accounts of al of the participants
and beneficiaries in proportion to each
account’s investment in Entity G over the
appropriate period. The court approves
the settlement and enters a consent order.
Employer M makes the payment to Plan
X and the payment is allocated to the
appropriate accounts.

Stuation 2. The facts are the same as
in Situation 1, except that no lawsuit is
filed against Employer M. However,
Employer M becomes aware that partici-
pants in Plan X are concerned about the
investment in Entity G and are consider-
ing taking legal action. Employer M also
learns that lawsuits alleging fiduciary
breach have been filed against other com-
panies by those companies employees
over losses to their qualified retirement
plans due to investment in Entity G.
Employer M decides to make the pay-
ment to Plan X before a lawsuit is filed,
after reasonably determining that it has a
reasonable risk of liability for breach of
fiduciary duty based on all of the relevant
facts and circumstances.

LAW AND ANALYSIS

The provisions of the Code that apply
to contributions to qualified defined con-
tribution plans include 88 401(a)(4),
401(k)(3), 401(m), 404, 415 and 4972.

Section 401(a)(4) generally provides
that the contributions or benefits provided
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under a qualified defined contribution
plan may not discriminate in favor of
highly compensated employees. Whether
contributions under a defined contribution
plan are discriminatory is generally deter-
mined by comparing the amount of con-
tributions alocated to the accounts of
highly compensated employees with the
amount of contributions alocated to the
accounts of nonhighly compensated
employees.

Section 401(k)(3) contains participa-
tion and nondiscrimination standards for
elective deferrals to qualified cash or
deferred arrangements. Section 401(m)
contains nondiscrimination tests for
matching contributions and employee
contributions.  Both § 401(k)(3) and
8§ 401(m) provide rules regarding quali-
fied matching contributions and qualified
nonelective contributions.

Section 404 generally provides that
contributions paid by an employer to or
under a plan, if they would otherwise be
deductible, are only deductible under
§ 404, subject to various limitations under
§ 404(a).

Section 415(c) generally limits the
amount of contributions and other addi-
tions under a qualified defined contribu-
tion plan with respect to a participant for
any year.

Section 4972(a) imposes a 10 percent
excise tax on the amount of the nonde-
ductible contributions made to any
“qualified employer plan,” including a
plan qualified under § 401(a) or 403(a).

A payment made to a qualified defined
contribution plan is not treated as a con-
tribution to the plan, and accordingly is
not subject to the Code provisions
described above, if the payment is made
to restore losses to the plan resulting from
actions by a fiduciary for which thereis a
reasonable risk of liability for breach of a
fiduciary duty under Title I of the
Employee Retirement Income Security
Act of 1974 (ERISA) and plan partici-
pants who are similarly situated are
treated similarly with respect to the pay-
ment. For purposes of this revenue ruling,
these payments are referred to as “restor-
ative payments.”

The determination of whether a pay-
ment to a qualified defined contribution
plan is treated as a restorative payment,
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rather than as a contribution, is based on
all of the relevant facts and circum-
stances. As a genera rule, payments to a
defined contribution plan are restorative
payments for purposes of this revenue
ruling only if the payments are made in
order to restore some or al of the plan’s
losses due to an action (or afailure to act)
that creates a reasonable risk of liability
for breach of fiduciary duty. In contrast,
payments made to a plan to make up for
losses due to market fluctuations and that
are not attributable to a fiduciary breach
are generaly treated as contributions and
not as restorative payments. In no case
will amounts paid in excess of the amount
lost (including appropriate adjustments to
reflect lost earnings) be considered restor-
ative payments. Furthermore, payments
that result in different treatment for simi-
larly situated plan participants are not
restorative payments. The failure to allo-
cate a share of the payment to the account
of a fiduciary responsible for the losses
does not result in different treatment for
similarly situated participants.

Payments to a plan made pursuant to a
Department of Labor (DOL) order or
court-approved settlement to restore
losses to a qualified defined contribution
plan on account of a breach of fiduciary
duty generally are treated as having been
made on account of a reasonable risk of
liability.*

In no event are payments required
under a plan or necessary to comply with
a requirement of the Code considered
restorative payments, even if the pay-
ments are delayed or otherwise made in
circumstances under which there has been
a breach of fiduciary duty. Thus, for
example, while the payment of delinquent
elective deferrals or employee contribu-
tions is part of an acceptable correction
under the VFC Program, such payment is
not a restorative payment for purposes of
this revenue ruling. Similarly, payments
made under the Employee Plans Compli-
ance Resolution System (EPCRS), Rev.

Proc. 2002—47, on page 133, of this Bul-
letin, or otherwise, to correct qualification
failures are generally considered contri-
butions and do not congtitute restorative
payments for purposes of this revenue
ruling. However, the payment of appro-
priate adjustments to reflect lost earnings
required under EPCRS is generally
treated in the same manner as a restor-
ative payment.

In Situation 1, the payment by
Employer M to restore losses to Plan X
on account of the investment in Entity G
is made pursuant to a court-approved
settlement of the suit filed against it by
plan participants and is not in excess of
the amount lost (including appropriate
adjustments to reflect lost earnings). In
Situation 2, the payment by Employer M
is made after it reasonably determines,
based on all of the relevant facts and cir-
cumstances, that it has a reasonable risk
of liability for breach of fiduciary duty
even though no suit has yet been filed. In
reaching this determination, the following
facts are taken into account: that Entity G
was a high-risk investment, that a large
portion of the plan assets had been
invested in Entity G, that participants
expressed concern about the investment,
and that several lawsuits had been filed
against other employers alleging fiduciary
breach in connection with the investment
of plan assets in Entity G.

In both Situation 1 and Situation 2,
therefore, the payment is made based on
a reasonable determination that there is a
reasonable risk of liability for breach of
fiduciary duty and to restore losses to the
plan. In addition, the payment is allocated
among the individual accounts of the par-
ticipants and beneficiaries in proportion
to each account’s investment in Entity G
so that similarly situated participants are
not treated differently.

In both Situation 1 and Situation 2, the
payment is a restorative payment (as
defined in this revenue ruling) and, as
such, is not a contribution to a qualified

plan. Accordingly, the payment is not
taken into account under § 401(a)(4) or
415(c) or, if applicable to the plan,
8§ 401(k)(3) or (m). In addition, the restor-
ative payments to Plan X are not subject
to the provisions of § 404 or 4972.

HOLDING

The payments to the defined contribu-
tion plans qualified under § 401(a) under
the facts described in Situation 1 and
Situation 2 above are not contributions
for purposes of § 401(a)(4), 401(k)(3),
401(m), 404, 415(c), or 4972.

Drafting Information

The principal author of this revenue
ruling is Diane S. Bloom of the Employee
Plans, Tax Exempt and Government Enti-
ties Division. For further information
regarding this revenue ruling, please con-
tact the Employee Plans taxpayer assis-
tance telephone service at 1-877-829-
5500 (a toll-free number), between the
hours of 8:00 am. and 6:30 p.m. Eastern
time, Monday through Friday. Ms. Bloom
may be reached at 1-202-283-9888 (not
a toll-free number).

Section 404.—Deduction for
Contributions of an Employer
to an Employees’ Trust or
Annuity Plan and
Compensation Under a
Deferred-Payment Plan

Whether “restorative payments’ to a qualified
defined contribution plan are deductible contribu-
tions. See Rev. Rul. 200245, page 116.

Will the Service challenge the deductibility of
certain contributions actually made during the tax-
able year in anticipation of section 401(k) deferrals
and section 401(m) matching contributions? See
Notice 200248, page 130.

1 Whether a payment is made under the Voluntary Fiduciary Correction (VFC) Program established by the DOL may be taken into account in determining whether there is a reasonable
risk of liability. Fina rules describing the VFC Program were issued by the DOL on March 28, 2002 (67 Fed. Reg. 15062). The VFC Program is designed to encourage employers to
voluntarily comply with Title | of ERISA by correcting certain violations of the law. If an applicant meets the VFC Program criteria it will receive a no action letter from the DOL, pur-
suant to which the DOL will neither initiate a civil investigation under ERISA regarding the applicant’s responsibility for any transaction described in the letter nor assess a civil penalty
under section 502(I) of ERISA on the correction amount paid to the plan or its participants.
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Deductibility; timing. Contributions
made during a grace period to a section
401(k) plan or as matching contributions
to a qualified defined contribution plan
are not deductible by the employer for a
taxable year if the contributions are attrib-
utable to compensation earned by plan
participants after the end of that taxable
year.

Rev. Rul. 2002-46

ISSUE

Whether contributions made during
the § 404(a)(6) grace period to a qualified
cash or deferred arrangement within the
meaning of 8§ 401(k) or to a defined con-
tribution plan as matching contributions
within the meaning of § 401(m) are
deductible by an employer for a taxable
year, if the contributions are designated as
satisfying a liability established before
the end of that taxable year but are attrib-
utable to compensation earned by plan
participants after the end of that taxable
year.

FACTS

Corporation M maintains Plan X,
which consists of a qualified cash or
deferred arrangement within the meaning
of 8§ 401(k) and which also provides for
matching contributions within the mean-
ing of § 401(m). M’s taxable year is the
fiscal year ending June 30. Plan X has a
calendar plan year. Plan X was amended
to provide for M’s Board of Directors to
set a minimum contribution for a plan
year, to be allocated first toward elective
deferrals and matching contributions,
with any excess to be allocated to partici-
pants as of the end of the plan year in
proportion to compensation earned during
the plan year. Pursuant to this plan
amendment, M’s Board of Directors
adopted a resolution on June 15, 2001,
setting a minimum contribution of
$8,000,000 for the 2001 calendar plan
year. By December 31, 2001 (the last day
of Plan X’s 2001 calendar plan year), M
had contributed $8,000,000 to Plan X in
accordance with the terms of the plan.
These amounts consisted of (a)
$3,800,000 for elective deferrals and
matching contributions attributable to
compensation earned by plan participants
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before the end of M’s taxable year ending
June 30, 2001 (Pre-Year End Service
Contributions), and (b) $4,200,000 for
elective deferrals and matching contribu-
tions attributable to compensation earned
by plan participants after the end of M’s
taxable year ending June 30, 2001 (Post-
Year End Service Contributions). M made
each contribution attributable to compen-
sation earned during each pay period con-
temporaneously with the issuance of
wage payments for the pay period.

M received an extension of time to
March 15, 2002, to file the income tax
return for its taxable year ending June 30,
2001 (2001 Taxable Year). On the income
tax return for its 2001 Taxable Year,
which was timely filed on March 1, 2002,
M claimed a deduction for the entire
$8,000,000 for elective deferrals and
matching contributions made to Plan X
during Plan X’s 2001 calendar plan year,
relating to both Pre-Year End Service
Contributions and Post-Year End Service
Contributions. The total amount contrib-
uted and claimed by M as a deduction did
not exceed 15 percent of the total com-
pensation otherwise paid or accrued dur-
ing M’s 2001 Taxable Year to participants
under Plan X (and thus did not exceed the
applicable percentage limitation for that
year under § 404(a)(3)(A)(i)).

LAW AND ANALY SIS

Section 404(a) provides in relevant
part that if contributions are paid to a
profit-sharing or stock bonus plan and are
otherwise deductible under chapter 1 of
the Code, those contributions are deduct-
ible under § 404 (subject to certain limi-
tations) in the taxable year of the
employer when paid, and are not deduct-
ible under any other section of chapter 1
of the Code.

Section 404(a)(6) provides in relevant
part that, for this purpose, “a taxpayer
shall be deemed to have made a payment
on the last day of the preceding taxable
year if the payment is on account of such
taxable year and is made not later than
the time prescribed by law for filing the
return for such taxable year (including
extensions thereof).”

Rev. Rul. 90-105, 1990-2 C.B. 69,
applies § 404(a)(6), as interpreted by Rev.
Rul. 76-28, 19761 C.B. 106, to a situa-
tion involving a contribution to a 401(k)
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plan made after the end of the plan year.
Rev. Rul. 90-105 holds that contributions
to a qualified cash or deferred arrange-
ment within the meaning of § 401(k) or to
a defined contribution plan as matching
contributions within the meaning of
8§ 401(m) are not deductible by the
employer for a taxable year, if the contri-
butions are attributable to compensation
earned by plan participants after the end
of that taxable year. See also Rev. Rul.
76-28 (providing that a contribution
made after the close of an employer’s tax-
able year will be deemed to have been
made on account of the preceding taxable
year under 8 404(a)(6) if, among other
conditions, the payment is treated by the
plan in the same manner as the plan
would treat a payment actually received
on the last day of such preceding taxable
year of the employer) and Lucky Sores,
Inc. v. Commissioner, 153 F.3d 964 (Sth
Cir. 1998), cert. denied, 526 U.S. 1111
(1999) (indicating, in the context of a
defined benefit plan, that the plain mean-
ing of § 404(a)(6) precludes deduction in
the preceding taxable year of grace period
contributions that are required under col-
lective bargaining agreements for work
performed after the end of that preceding
taxable year).

The facts in this revenue ruling are the
same as the facts in Rev. Rul. 90-105,
except for the addition of the plan amend-
ment and the board resolution setting a
minimum contribution for the plan year.
These factual differences do not change
the result. The plan amendment and the
board resolution setting a minimum con-
tribution for the plan year establish a
liability, prior to the end of M’s taxable
year, to make that contribution. However,
M’s Post-Year End Service Contributions
still are attributable to compensation
earned by plan participants after the end
of the taxable year. Neither the plan
amendment nor the board resolution bear
on when that compensation is earned.
Thus, for example, the Post-Year End
Service Contributions in these circum-
stances are still on account of that subse-
guent taxable year rather than on account
of M’s 2001 Taxable Year, and so cannot
be deemed paid at the end of M’s 2001
Taxable Year under § 404(a)(6). There-
fore, the holding of Rev. Rul. 90-105
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applies to the facts of this revenue ruling,
and M’s Post-Year End Service Contribu-
tions are not deductible for M’s 2001
Taxable Year.

HOLDING

Grace period contributions to a quali-
fied cash or deferred arrangement within
the meaning of § 401(k) or to a defined
contribution plan as matching contribu-
tions within the meaning of § 401(m) are
not deductible by the employer for a tax-
able year, if the contributions are attribut-
able to compensation earned by plan par-
ticipants after the end of that taxable year.
This holding applies regardless of
whether the employer’s liability to make
a minimum contribution is fixed before
the close of that taxable year.

APPLICATION

A change in a taxpayer’s treatment of
contributions to a method consistent with
this revenue ruling is a change in method
of accounting to which 88 446 and 481
apply. A taxpayer that wants to change its
treatment of contributions to a method
consistent with this revenue ruling must
follow the automatic change in method of
accounting provisions in Rev. Proc.
2002-9, 2002-3 |.R.B. 327 (as modified
by Rev. Proc. 2002-19, 2002-13 |.R.B.
696, and as modified and clarified by
Announcement 2002-17, 2002-8 |.R.B.
561), with the following modifications:

(1) The scope limitations in section
4.02 of Rev. Proc. 2002-9 do not apply,
provided the taxpayer’'s method of
accounting for contributions addressed in
this revenue ruling is not an issue under
consideration for taxable years under
examination, within the meaning of sec-
tion 3.09(1) of Rev. Proc. 2002-9, at the
time the Form 3115 is filed with the
national office.

(2) To assist the Service in process-
ing changes in method of accounting
under this revenue ruling, and to ensure
proper handling, section 6.02(4)(a) of
Rev. Proc. 2002-9 is modified to require
that a Form 3115 filed under this revenue
ruling include the statement: “Automatic
Change Filed Under Rev. Rul. 2002-46.”
This statement should be legibly printed
or typed on the appropriate line on any
Form 3115 filed under this revenue rul-

ing.
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EFFECT ON OTHER DOCUMENTS

Rev. Proc. 2002-9 is modified and
amplified to include in the APPENDIX a
change to a method consistent with this
revenue ruling.

LISTED TRANSACTIONS

The transaction described in this rev-
enue ruling is substantially similar to the
transaction described in Rev. Rul.
90-105, 1990-2 C.B. 69. Under Notice
2000-15, 2000-1 C.B. 826, and Notice
2001-51, 2001-34 I.R.B. 190, transac-
tions that are the same as or substantially
similar to transactions described in that
notice (including transactions described
in Rev. Rul. 90-105) are tax avoidance
transactions and are identified as “listed
transactions” for purposes of § 1.6011—
4T(b)(2) of the Temporary Income Tax
Regulations and § 301.6111-2T(b)(2) of
the Temporary Procedure and Administra-
tion Regulations. Those provisions
impose certain reguirements on taxpayers
that participate in listed transactions, and
on promoters of listed transactions.

ALTERNATIVE RATIONALE IN REV.
RUL. 90-105

An alternative rationale in Rev. Rul.
90-105 was based upon language in
8§ 1.404(a)-1(b) of the Income Tax Regu-
lations requiring that contributions be
compensation for services actually ren-
dered. As indicated in Notice 200248,
elsewhere in this bulletin, the Service has
concluded upon further consideration that
this language is relevant only where the
reasonableness of an employee’s compen-
sation is in question, and thus is not an
appropriate basis upon which to deter-
mine the timing of deductions for the
contributions described in Notice 2002—
48, Rev. Rul. 90-105, or this revenue rul-
ing.

DRAFTING INFORMATION

The principal authors of this revenue
ruling are James E. Holland, Jr., of the
Employee Plans, Tax Exempt and Gov-
ernment Entities Division and John
Richards of the Office of the Division
Counsel/Associate Chief Counsel (Tax
Exempt and Government Entities). For
further information regarding this revenue
ruling, contact the Employee Plans tax-
payer assistance telephone service at
1-877-829-5500 (a toll-free number)
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between the hours of 8:00 am. and 4:00
p.m., Eastern Time, Monday through Fri-
day. Mr. Holland's telephone number is
(202) 283-9699 (not a toll-free call). Mr.
Richards's telephone number is (202)
622-6090 (not a toll-free call).

Section 415.—Limitations on
Benefits and Contributions
Under Qualified Plans

26 CFR 1.415-6: Limitation for defined contribu-
tion plans.

Whether “restorative payments’ to a qualified
defined contribution plan are annual additions. See
Rev. Rul. 200245, page 116.

Section 472.—Last-in, First-
out Inventories

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes, department
stores. The May 2002 Bureau of Labor
Statistics price indexes are accepted for
use by department stores employing the
retail inventory and last-in, first-out
inventory methods for valuing inventories
for tax years ended on, or with reference
to, May 31, 2002.

Rev. Rul. 2002-47

The following Department Store
Inventory Price Indexes for May 2002
were issued by the Bureau of Labor Sta-
tistics. The indexes are accepted by the
Internal Revenue Service, under § 1.472—
1(k) of the Income Tax Regulations and
Rev. Proc. 8646, 1986-2 C.B. 739, for
appropriate application to inventories of
department stores employing the retail
inventory and last-in, first-out inventory
methods for tax years ended on, or with
reference to, May 31, 2002.

The Department Store Inventory Price
Indexes are prepared on a national basis
and include (a) 23 major groups of
departments, (b) three special combina-
tions of the magjor groups — soft goods,
durable goods, and miscellaneous goods,
and (c) a store total, which covers al
departments, including some not listed
separately, except for the following:
candy, food, liquor, tobacco, and contract
departments.
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS

(January 1941 = 100, unless otherwise noted)

Percent Change
Groups May May from May 2001
2001 2002 to May 2002*

1. Piece Goods 491.2 490.1 -0.2
2. Domestics and Draperies 598.8 586.9 -2.0
3. Women's and Children’'s Shoes 653.9 647.5 -1.0
4. Men's Shoes 889.7 924.6 39
5. Infants' Wear 625.4 614.9 -1.7
6. Women’'s Underwear 5704 542.9 -4.8
7. Women's Hosiery 352.0 3454 -1.9
8. Women's and Girls' Accessories 553.1 558.0 0.9
9. Women’'s Outerwear and Girls' Wear 394.6 386.7 -2.0
10. Men’'s Clothing 595.5 597.7 0.4
11. Men’'s Furnishings 619.2 602.1 -2.8
12.  Boys Clothing and Furnishings 497.1 495.5 -0.3
13.  Jewelry 934.7 901.3 -3.6
14. Notions 776.3 797.6 2.7
15. Toilet Articles and Drugs 947.8 975.0 29
16. Furniture and Bedding 641.8 626.4 -24
17. Floor Coverings 623.7 620.1 -0.6
18. Housewares 767.1 758.4 -11
19. Magor Appliances 224.3 220.7 -1.6
20. Radio and Television 54.7 50.4 -7.9
21. Recreation and Education? 90.2 86.9 -3.7
22.  Home Improvements? 125.7 125.4 -0.2
23.  Auto Accessories® 108.9 110.9 18
Groups 1 — 15: Soft Goods 594.0 586.0 -1.3
Groups 16 — 20: Durable Goods 423.0 413.1 -2.3
Groups 21 — 23: Misc. Goods? 98.6 96.8 -1.8
Store Total® 530.8 522.3 -16

1 Absence of a minus sign before the percentage change in this column signifies a price increase.

2 Indexes on a January 1986=100 base.

3 The store total index covers all departments, including some not listed separately, except for the following: candy, food,

liquor, tobacco, and contract departments.

DRAFTING INFORMATION

The principal author of this revenue
ruling is Michael Burkom of the Office of
Associate Chief Counsel (Income Tax and
Accounting). For further information
regarding this revenue ruling, contact Mr.
Burkom at (202) 622-7718 (not a toll-
free call).

Section 1502.—Regulations

26 CFR 1.1502-77: Agent for the group
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T.D. 9002

DEPARTMENT OF THE
TREASURY

Internal Revenue Service
26 CFR Parts 1 and 602

Agent for Consolidated Group

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.
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SUMMARY: This document contains
final regulations regarding the agent for
subsidiaries of an affiliated group that
files a consolidated return (agent for the
group). The regulations address certain
issues concerning the scope of the com-
mon parent’s authority, as well as ques-
tions concerning the agent for the group
when the common parent’s existence ter-
minates. These regulations affect al con-
solidated groups.

DATES: Effective Date: These regula-
tions are effective June 28, 2002.
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Applicability Date: For dates of appli-
cability, see 88 1.1502—77(h) and 1.1502—
78(f).

FOR FURTHER INFORMATION CON-
TACT: Gerad B. Fleming, (202) 622—
7770, or George R. Johnson, (202) 622—
7930 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information con-
tained in these final regulations have been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act of
1995 (44 U.S.C. 3507(d)) under control
number 1545-1699. Responses to these
collections of information are required to
obtain a benefit (the approva by the IRS
of the common parent’s designation of a
substitute agent for the consolidated
group or recognition by the IRS of the
common parent’s successor as a default
substitute agent).

An agency may not conduct or spon-
sor, and a person is not required to
respond to, a collection of information
unless it displays a valid control number
assigned by the Office of Management
and Budget.

The estimated annual burden per
respondent is 2 hours.

Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent to the
Internal Revenue Service, Attn: IRS
Reports Clearance Officer, W:CAR:
MP:FP:S, Washington, DC 20224, and to
the Office of Management and Budget,
Attn: Desk Officer for the Department of
the Treasury, Office of Information and
Regulatory Affairs, Washington, DC
20503.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generaly, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

Background

On September 26, 2000, a notice of
proposed rulemaking (REG-103805-99,
2000-2 C.B. 376) relating to the agent for
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the group was published in the Federal
Register (65 FR 57755). No public hear-
ing was requested or held. Written com-
ments responding to the notice of pro-
posed rulemaking were received. After
consideration of all the comments, the
proposed regulations are adopted as
amended by this Treasury decision.

Explanation and Summary of
Comments

These final regulations are substan-
tially the same as the proposed regula-
tions but reflect certain revisions based on
various formal and informal comments
that were received from the public and
from IRS personnel. Many of the revi-
sions are minor changes made to clarify
certain aspects of the proposed regula-
tions. Certain of the more significant revi-
sions are discussed below.

The final regulations reflect changes
that clarify the examples of matters for
which the common parent is the agent.
Specifically, the example on elections is
expanded to include other similar options
that are available to a member in deter-
mining its separate taxable income and
any changes in such options. The com-
mon parent should make any necessary
requests related to those options or
changes in such options (for example, to
request a change in a subsidiary’s method
or period of accounting). In addition, an
example is added to clarify that the com-
mon parent takes any action on behalf of
a member of the group with respect to a
foreign corporation. Finaly, an example
is added to clarify that a final partnership
administrative adjustment (FPAA) under
section 6223 may be sent to the common
parent and that the mailing to the com-
mon parent will be considered a mailing
to each group member that is a partner
entitled to receive the FPAA.

In light of statutory changes not
reflected in the proposed regulations, the
final regulations modify the identification
of matters reserved to subsidiaries in
paragraph (a)(3) of the proposed regula-
tions. In particular, the reference to a
DISC’'s change in annual accounting
period pursuant to § 1.991-1(b)(3)(ii) has
been removed because such a change in
accounting period is generally automatic
and, in any event, is made by a DISC,
which is not an includible corporation
pursuant to section 1504(b)(7). In addi-
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tion, the fina regulations add as a spe-
cific matter reserved to subsidiaries any
action by a subsidiary acting as the tax
matters partner under the TEFRA partner-
ship provisions of sections 6221 through
6234 and the accompanying regulations.

The provisions requiring that a notice
of deficiency or notice and demand for
payment name each corporation that was
a member of the group for the consoli-
dated return year have been eliminated.
The IRS and Treasury have determined
that these provisions are inconsistent with
the genera rule that the common parent is
agent for the group with respect to the
group’s consolidated tax liability.

The final regulations have added a
provision for a default substitute agent for
the group under certain circumstances. If
the common parent fails to designate a
substitute agent before its existence ter-
minates and it has a single successor that
is a domestic corporation, that successor
becomes the default substitute agent.
Although the Commissioner’s approval is
not required, any such default substitute
agent is advised to provide written notifi-
cation to the IRS in accordance with pro-
cedures established by the Commissioner.
Until notification is received, the Com-
missioner is not required to recognize the
successor’s status as default substitute
agent and may continue to send commu-
nications to the old common parent and
the Commissioner is not required to
respond to communications (including,
for example, a claim for refund) submit-
ted by the successor on behalf of the con-
solidated group.

Where the Commissioner designates a
substitute agent for the group, the pro-
posed regulations provide for the Com-
missioner and the designated agent to
give natice of the designation to all mem-
bers of the group. The final regulations
provide for the Commissioner to give
notice to the designated agent, which is
responsible for giving notice to the
remaining members of the group.

One comment suggested that there
should be a mechanism for taxpayers to
request that the final regulations apply to
taxable years beginning before the date of
issuance of the final regulations. Treasury
and the IRS recognize that some taxpay-
ers may wish to have the additional flex-
ibility afforded by paragraph (d)(1) of the
final regulations allowing the designation
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of a successor of a member (including a
successor of the common parent) as the
substitute agent for the group. Accord-
ingly, the final regulations permit a com-
mon parent to elect to apply paragraph
(d)(2) of the final regulations with respect
to designations for taxable years begin-
ning before the date of adoption. Once
such an election is made, the provisions
of paragraph (d)(1) of the final regula-
tions apply to any subsequent designation
of a substitute agent for the consolidated
return years subject to the election.

Effective Date

The final regulations under § 1.1502—
77 apply to taxable years beginning on or
after June 28, 2002. The current rules of
88 1.1502—-77 and 1.1502-77T, which are
collectively retained in § 1.1502-77A,
continue to apply with respect to taxable
years beginning before June 28, 2002.

The  find regulations  under
§ 1.1502-78 apply to taxable years to
which a loss or credit may be carried
back and for which the due date (without
extensions) of the origina return is after
June 28, 2002.

Special Analyses

It has been determined that these final
regulations are not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assess-
ment is not required. It is hereby certified
that these regulations will not have a sig-
nificant economic impact on a substantial
number of small entities. This certifica-
tion is based on the fact that these regula-

tions will primarily affect affiliated
groups of corporations that have elected
to file consolidated returns, which tend to
be larger businesses, and, moreover, that
any burden on taxpayers is minimal.
Therefore, a Regulatory Flexibility
Analysis under the Regulatory Flexibility
Act (5 U.S.C. chapter 6) is not required.

Drafting Information

The principal authors of these pro-
posed regulations are Gerald B. Fleming
and George R. Johnson, Office of the
Associate Chief Counsel (Corporate).
However, other personnel from the IRS
and Treasury Department participated in
their devel opment.

* k k % %

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by removing entries for
“1.1502-77(e)" and “1.1502-78(b)" and
adding entries in numerical order to read
in part as follows:

Authority: 26 U.S.C. 7805 * * *

Section 1.1502—77 also issued under
26 U.S.C. 1502 and 6402()).

Section 1.1502—78 also issued under
26 U.S.C. 1502, 6402(j), and 6411(c).

Section 1.1502—77A aso issued under
26 U.S.C. 1502 and 6402(j). * * *

Par. 2. Section 1.338-1 is amended by
adding a sentence at the end of paragraph
(b)(2)(vii) to read as follows:

§1.338-1 General principles; status of
old target and new target.

* % % *x %

(b * % %

(2) * % %

(vii) * * * See dso, for example,
§ 1.1502—77(e)(4), providing that an elec-
tion under section 338 does not result in
a deemed termination of target’s existence
for purposes of the rules applicable to the
agent for a consolidated group.

* % % % %

Par. 3. In § 1.1502-6, paragraph (b) is
amended by removing the language “dis-
trict director” and adding “Commis-
sioner” in each place it appears.

Par. 4. Immediately following § 1.
1502-41A, an undesignated center head-
ing is added to read as follows:

REGULATIONS APPLICABLE TO
TAXABLE YEARS BEGINNING
BEFORE JUNE 28, 2002

Par. 5. Section 1.1502-77 is redesig-
nated as § 1.1502-77A, transferred
immediately after the undesignated center
heading “REGULATIONS APPLI-
CABLE TO TAXABLE YEARS BEGIN-
NING BEFORE JUNE 28, 2002" and
amended as follows:

1. The section heading is revised.

2. In the list below, for each paragraph
indicated in the left column, remove the
language in the middle column and add
the language in the right column:

Paragraph

Remove

Add

(a), last sentence

district director

Commissioner

(b), first sentence

district director with whom the
consolidated return is filed

Commissioner

(b), first sentence

such district director

the Commissioner

(b), second sentence

such district director

the Commissioner

(©)

district director

Commissioner

(d), first sentence

district director with whom the
consolidated return is filed

Commissioner

(d), first sentence

such district director

the Commissioner

(d), second sentence

district director

Commissioner

(d), second sentence (each place it
appears)

such district director

the Commissioner

(d), third sentence (each place it appears)

such district director

the Commissioner

2002-29 I.R.B.
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3. Paragraph (e) is removed and
reserved.

4. Paragraphs (f) and (g) are added.

The revision and additions read as fol-
lows:

§ 1.1502—-77A Common parent agent for
subsidiaries applicable for consolidated
return years beginning before June 28,
2002.

* k k % %

(f) Cross-reference. For further rules
applicable to groups that include insol-
vent financia ingtitutions, see § 301.
6402—7 of this chapter.

(g) Effective date. This section applies
to taxable years beginning before June
28, 2002, except paragraph (€) of this sec-
tion applies to statutory notices and waiv-
ers of the statute of limitations for taxable
years for which the due date (without
extensions) of the consolidated return is
after September 7, 1988, and which begin
before June 28, 2002.

Par. 6. New § 1.1502-77 is added to
read as follows:

§ 1.1502—77 Agent for the group.

(a) Scope of agency—(1) In general—
(i) Common parent. Except as provided in
paragraphs (a)(3) and (6) of this section,
the common parent (or a substitute agent
described in paragraph (8)(1)(ii) of this
section) for a consolidated return year is
the sole agent (agent for the group) that is
authorized to act in its own name with
respect to all matters relating to the tax
liability for that consolidated return year,
for—

(A) Each member in the group; and

(B) Any successor (see paragraph
(a)(2)(iii) of this section) of a member.

(i) Substitute agents. For purposes of
this section, any corporation designated
as a substitute agent pursuant to para
graph (d) of this section to replace the
common parent or a previously desig-
nated substitute agent acts as agent for the
group to the same extent and subject to
the same limitations as are applicable to
the common parent, and any reference in
this section to the common parent
includes any such substitute agent.

(iii) Successor. For purposes of this
section only, the term successor means an
individual or entity (including a disre-
garded entity) that is primarily liable, pur-
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suant to applicable law (including, for
example, by operation of a state or Fed-
eral merger statute), for the tax liability of
a member of the group. Such determina-
tion is made without regard to § 1.1502—
1(f)(4) or 1.1502-6(a). (For inclusion of a
successor in references to a subsidiary or
member, see paragraph (¢)(2) of this sec-
tion.)

(iv) Disregarded entity. If a subsidiary
of a group becomes, or its successor is or
becomes, a disregarded entity for Federal
tax purposes, the common parent contin-
ues to serve as the agent with respect to
that subsidiary’s tax liability under
§ 1.1502-6 for consolidated return years
during which it was included in the
group, even though the entity generally is
not treated as a person separate from its
owner for Federal tax purposes.

(v) Transferee liability. For purposes
of assessing, paying and collecting trans-
feree liability, any exercise of or reliance
on the common parent’s agency authority
pursuant to this section is binding on a
transferee (or subsequent transferees) of a
member, regardless of whether the mem-
ber’'s existence terminates prior to such
exercise or reliance.

(vi) Purported common parent. If any
corporation files a consolidated return
purporting to be the common parent of a
consolidated group but is subsequently
determined not to have been the common
parent of the claimed group, that corpora-
tion is treated, to the extent necessary to
avoid prejudice to the Commissioner, as
if it were the common parent.

(2) Examples of matters subject to
agency. With respect to any consolidated
return year for which it is the common
parent—

(i) The common parent makes any
election (or similar choice of a permis-
sible option) that is available to a subsid-
iary in the computation of its separate
taxable income, and any change in an
election (or similar choice of a permis-
sible option) previously made by or for a
subsidiary, including, for example, a
request to change a subsidiary’s method
or period of accounting;

(i) All correspondence concerning the
income tax liability for the consolidated
return year is carried on directly with the
common parent;

(iii) The common parent files for al
extensions of time, including extensions
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of time for payment of tax under section
6164, and any extension so filed is con-
sidered as having been filed by each
member;

(iv) The common parent gives waivers,
gives bonds, and executes closing agree-
ments, offers in compromise, and all
other documents, and any waiver or bond
SO given, or agreement, offer in compro-
mise, or any other document so executed,
is considered as having also been given or
executed by each member;

(v) The common parent files claims
for refund, and any refund is made
directly to and in the name of the com-
mon parent and discharges any liability of
the Government to any member with
respect to such refund,

(vi) The common parent takes any
action on behalf of a member of the
group with respect to a foreign corpora-
tion, for example, elections by, and
changes to the method of accounting of, a
controlled foreign corporation in accor-
dance with § 1.964-1(c)(3);

(vii) Notices of claim disallowance are
mailed only to the common parent, and
the mailing to the common parent is con-
sidered as a mailing to each member;

(viii) Notices of deficiencies are
mailed only to the common parent
(except as provided in paragraph (b) of
this section), and the mailing to the com-
mon parent is considered as a mailing to
each member;

(ix) Notices of final partnership
administrative adjustment under section
6223 with respect to any partnership in
which a member of the group is a partner
may be mailed to the common parent,
and, if so, the mailing to the common par-
ent is considered as a mailing to each
member that is a partner entitled to
receive such notice (for other rules
regarding partnership proceedings, see
paragraphs (8)(3)(v) and (a)(6)(iii) of this
section);

(x) The common parent files petitions
and conducts proceedings before the
United States Tax Court, and any such
petition is considered as also having been
filed by each member;

(xi) Any assessment of tax may be
made in the name of the common parent,
and an assessment naming the common
parent is considered as an assessment
with respect to each member; and
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(xii) Notice and demand for payment
of taxesis given only to the common par-
ent, and such notice and demand is con-
Sidered as a notice and demand to each
member.

(3) Matters reserved to subsidiaries.
Except as provided in this paragraph
(a)(3) and paragraph (a)(6) of this section,
no subsidiary has authority to act for or to
represent itself in any matter related to
the tax liability for the consolidated return
year. The following matters, however, are
reserved exclusively to each subsidiary—

(i) The making of the consent required
by 8§ 1.1502—75(a)(1);

(if) Any action with respect to the sub-
sidiary’s liability for a federal tax other
than the income tax imposed by chapter 1
of the Internal Revenue Code (including,
for example, employment taxes under
chapters 21 through 25 of the Interna
Revenue Code, and miscellaneous excise
taxes under chapters 31 through 47 of the
Internal Revenue Code);

(iif) The making of an election under
section 936(e);

(iv) The making of an election to be
treated as a DISC under § 1.992-2; and

(v) Any actions by a subsidiary acting
as tax matters partner under sections 6221
through 6234 and the accompanying
regulations (but see paragraph (a)(2)(ix)
of this section regarding the mailing of a
final partnership administrative adjust-
ment to the common parent).

(4) Term of agency—(i) In general.
Except as provided in paragraph
(&)(4)(iii) of this section, the common
parent for the consolidated return year
remains the agent for the group with
respect to that year until the common par-
ent's existence terminates, regardless of
whether one or more subsidiaries in that
year cease to be members of the group,
whether the group files a consolidated
return for any subsequent year, whether
the common parent ceases to be the com-
mon parent or a member of the group in
any subsequent year, or whether the
group continues pursuant to § 1.1502—
75(d) with a new common parent in any
subseguent year.

(ii) Replacement of substitute agent
designated by Commissioner. If the Com-
missioner replaces a previously desig-
nated substitute agent pursuant to para
graph (d)(3)(ii) of this section, the
replaced substitute agent ceases to be the
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agent after the Commissioner designates
another substitute agent.

(iii) New common parent after a group
structure change. If the group continues
in existence with a new common parent
pursuant to § 1.1502—75(d) during a con-
solidated return year, the common parent
at the beginning of the year is the agent
for the group through the date of the
§ 1.1502—75(d) transaction, and the new
common parent becomes the agent for the
group beginning the day after the transac-
tion, at which time it becomes the agent
for the group with respect to the entire
consolidated return year (including the
period through the date of the transaction)
and the former common parent is no
longer the agent for that year.

(5) Identifying members in notice of a
lien. Notwithstanding any other provi-
sions of this paragraph (a), any notice of
alien, any levy or any other proceeding
to collect the amount of any assessment,
after the assessment has been made, must
name the entity from which such collec-
tion is to be made.

(6) Direct dealing with a member—(i)
Several liability. The Commissioner may,
upon issuing to the common parent writ-
ten notice that expressly invokes the
authority of this provision, deal directly
with any member of the group with
respect to its liability under § 1.1502-6
for the consolidated tax of the group, in
which event such member has sole
authority to act for itself with respect to
that liability. However, if the Commis-
sioner believes or has reason to believe
that the existence of the common parent
has terminated, he may, if he deems it
advisable, deal directly with any member
with respect to that member’s liability
under § 1.1502-6 without giving the
notice required by this provision.

(ii) Information reguests. The Com-
missioner may, upon informing the com-
mon parent, request information relevant
to the consolidated tax liability from any
member of the group. However, if the
Commissioner believes or has reason to
believe that the existence of the common
parent has terminated, he may request
such information from any member of the
group without informing the common
parent.

(iii) Members as partners in partner-
ships. The Commissioner generaly will
deal directly with any member in its
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capacity as a partner of a partnership that
is subject to the provisions of sections
6221 through 6234 and the accompanying
regulations (but see paragraph (a)(2)(ix)
of this section regarding the mailing of a
final partnership administrative adjust-
ment to the common parent). However, if
requested to do so in accordance with the
provisions of § 301.6223(c)-1(b) of this
chapter, the Commissioner may deal with
the common parent as agent for such
member on any matter related to the part-
nership, except in regards to a settlement
under section 6224(c) and except to the
extent the member acts as tax matters
partner of the partnership.

(b) Copy of notice of deficiency to
entity that has ceased to be a member of
the group. An entity that ceases to be a
member of the group during or after a
consolidated return year may file a writ-
ten notice of that fact with the Commis-
sioner and request a copy of any notice of
deficiency with respect to the tax for a
consolidated return year during which the
entity was a member, or a copy of any
notice and demand for payment of such
deficiency, or both. Such filing does not
limit the scope of the agency of the com-
mon parent provided for in paragraph (a)
of this section. Any failure by the Com-
missioner to comply with such request
does not limit an entity’s tax liability
under § 1.1502—6. For purposes of this
paragraph (b), references to an entity
include a successor of such entity.

(c) References to member or subsid-
iary. For purposes of this section, al ref-
erences to a member or subsidiary for a
consolidated return year include—

(1) Each corporation that was a mem-
ber of the group during any part of such
year (except that any reference to a sub-
sidiary does not include the common par-
ent);

(2) Except as indicated otherwise, a
successor (as defined in paragraph
(a)(2)(iii) of this section) of any corpora-
tion described in paragraph (c)(1) of this
section; and

(3) Each corporation whose income
was included in the consolidated return
for such year, notwithstanding that the tax
liability of such corporation should have
been computed on the basis of a separate
return, or as a member of another consoli-
dated group, under the provisions of
§ 1.1502-75.
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(d) Termination of common parent—
(1) Designation of substitute agent by
common parent. (i) If the common par-
ent’s existence terminates, it may desig-
nate a substitute agent for the group and
notify the Commissioner, as provided in
this paragraph (d)(2).

(A) Subject to the Commissioner’s
approval under paragraph (d)(1)(ii) of this
section, before the common parent’s
existence terminates, the common parent
may designate, for each consolidated
return year for which it is the common
parent and for which the period of limita-
tions either for assessment, for collection
after assessment, or for claiming a credit
or refund has not expired, one of the fol-
lowing to act as substitute agent in its
place—

(1) Any corporation that was a mem-
ber of the group during any part of the
consolidated return year and, except as
provided in paragraph (€)(3)(ii) of this
section, has not subsequently been disre-
garded as an entity separate from its
owner or reclassified as a partnership for
Federal tax purposes; or

(2) Any successor (as defined in para-
graph (a)(2)(iii) of this section) of such a
corporation or of the common parent that
is a domestic corporation (and, except as
provided in paragraph (€)(3)(ii) of this
section, is not disregarded as an entity
separate from its owner or classified as a
partnership for Federal tax purposes),
including a corporation that will become
a successor at the time that the common
parent’s existence terminates.

(B) The common parent must notify
the Commissioner in writing (under pro-
cedures prescribed by the Commissioner)
of the designation and provide the
following—

(1) An agreement executed by the des-
ignated corporation agreeing to serve as
the group’s substitute agent; and

(2) If the designated corporation was
not itself a member of the group during
the consolidated return year (because the
designated corporation is a successor of a
member of the group for the consolidated
return year), a statement by the desig-
nated corporation acknowledging that it is
or will be primarily liable for the consoli-
dated tax as a successor of a member.

(ii) A designation under paragraph
(d)(1)(1)(A) of this section does not apply
unless and until it is approved by the
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Commissioner. The Commissioner’s
approval of such a designation is not
effective before the existence of the com-
mon parent terminates.

(2) Default substitute agent. If the
common parent fails to designate a substi-
tute agent for the group before its exist-
ence terminates and if the common parent
has a single successor that is a domestic
corporation, such successor becomes the
substitute agent for the group upon termi-
nation of the common parent’s existence.
However, see paragraph (d)(4) of this sec-
tion regarding the consequences of the
successor’s failure to notify the Commis-
sioner of its status as default substitute
agent in accordance with procedures
established by the Commissioner.

(3) Designation by the Commissioner.
(i) In the event the common parent’s
existence terminates and no designation is
made and approved under paragraph
(d)(1) of this section and the Commis-
sioner believes or has reason to believe
that there is no successor of the common
parent that satisfies the requirements of
paragraph (d)(2) of this section (or the
Commissioner believes or has reason to
believe there is such a successor but has
no last known address on file for such
successor), the Commissioner may, at any
time, with or without a reguest from any
member of the group, designate a corpo-
ration described in paragraph (d)(2)(i)(A)
of this section to act as the substitute
agent. The Commissioner will notify the
designated substitute agent in writing of
its designation, and the designation is
effective upon receipt by the designated
substitute agent of such notice. The desig-
nated substitute agent must give notice of
the designation to each corporation that
was a member of the group during any
part of the consolidated return year, but a
failure by the designated substitute agent
to notify any such member of the group
does not invalidate the designation.

(i) At the request of any member, the
Commissioner may, but is not required to,
replace a substitute agent previously des-
ignated under paragraph (d)(3)(i) of this
section with another corporation
described in paragraph (d)(1)(i)(A) of this
section.

(4) Absence of designation or notifica-
tion of default substitute agent. Until a
designation of a substitute agent for the
group under paragraph (d)(1) of this sec-
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tion has become effective, the Commis-
sioner has received notification in accor-
dance with procedures established by the
Commissioner that a successor qualifying
under paragraph (d)(2) of this section has
become the substitute agent by default, or
the Commissioner has designated a sub-
stitute agent under paragraph (d)(3) of
this section—

(i) Any notice of deficiency or other
communication mailed to the common
parent, even if no longer in existence, is
considered as having been properly
mailed to the agent for the group; and

(ii) The Commissioner is not required
to act on any communication (including,
for example, a claim for refund) submit-
ted on behalf of the group by any person
other than the common parent (including
a successor of the common parent quali-
fying as a default substitute agent under
paragraph (d)(2) of this section).

(e) Termination of a corporation’'s
existence—(1) In general. For purposes
of paragraphs (a)(1)(v), (&)(4)(i), and (d)
of this section, the existence of a corpora-
tion is deemed to terminate if—

(i) Its existence terminates under appli-
cable law; or

(ii) Except as provided in paragraph
(e)(3) of this section, it becomes, for Fed-
eral tax purposes, either—

(A) An entity that is disregarded as an
entity separate from its owner; or

(B) An entity that is reclassified as a
partnership.

(2) Purported agency. If the existence
of the agent for the group terminates
under circumstances described in para-
graph (e)(1)(ii) of this section, until the
Commissioner has approved the designa-
tion of a substitute agent for the group
pursuant to paragraph (d)(1) of this sec-
tion or the Commissioner designates a
substitute agent and notifies the desig-
nated substitute agent pursuant to para
graph (d)(3) of this section, any post-
termination action by that purported agent
on behalf of the group has the same
effect, to the extent necessary to avoid
prejudice to the Commissioner, as if the
agent’s corporate existence had not termi-
nated.

(3) Exceptions where no eligible cor-
poration exists. (i) For purposes of the
common parent’s term as agent under
paragraph (a)(4)(i) of this section and the
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term as agent of the substitute agent des-
ignated under paragraph (d) of this sec-
tion, if a corporation either becomes dis-
regarded as an entity separate from its
owner or is reclassified as a partnership
for Federa tax purposes, its existence is
not deemed to terminate if the effect of
such termination would be that no corpo-
ration remains eligible to serve as the
substitute agent for the group’s consoli-
dated return year.

(ii) Similarly, for purposes of para-
graph (d) of this section, an entity that is
either disregarded as an entity separate
from its owner or reclassified as a part-
nership for Federal tax purposes is hot
precluded from designation as a substitute
agent merely because of such classifica
tion if the effect of the inability to make
such designation would be that no corpo-
ration remains eligible to serve as the
substitute agent for the group’s consoli-
dated return year.

(iii) Any entity described in paragraphs
(e)(3)(i) or (ii) of this section that remains
or becomes the agent for the group is
treated as a corporation for purposes of
this section.

(4) Exception for section 338 transac-
tions. Notwithstanding section 338(a)(2),
a target corporation for which an election
is made under section 338 is not deemed
to terminate for purposes of this section.

(f) Examples. The following examples
illustrate the principles of this section.
Unless otherwise indicated, each example
addresses the question of which corpora-
tion is the proper party to execute a con-
sent to waive the statute of limitations for
Years 1 and 2 or the more genera ques-
tion of which corporation may be desig-
nated as a substitute agent for the group
for Years 1 and 2. In each example, as of
January 1 of Year 1, the P group consists
of P and its two subsidiaries, S and S-1.
P, as the common parent of the P group,
files consolidated returns for the P group
in Years 1 and 2. On January 1 of Year 1,
domestic corporations S-2, U, V, W,
W-1, X, Y, Z and Z-1 are not related to
P or the members of the P group. All cor-
porations are calendar year taxpayers. For
none of the tax years at issue does the
Commissioner exercise the authority
under paragraph (a)(6) of this section to
deal with any member separately. Any
surviving corporation in a merger is a
successor as described in paragraph
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(a)(2)(iii) of this section. Any notification
to the Commissioner of the designation of
the P group’s substitute agent also con-
tains a statement signed on behalf of the
designated agent that it agrees to act as
the group’s substitute agent and, in the
case of a successor, that it is primarily
liadble as a successor of a member. The

examples are as follows:

Example 1. Disposition of all group members.
On December 31 of Year 1, P sells dl the stock of
S-1 to X. On December 31 of Year 2, P distributes
all the stock of Sto P's shareholders. P files a sepa-
rate return for Year 3. Although P is no longer a
common parent after Year 2, P remains the agent for
the P group for Years 1 and 2. For as long as P
remains in existence, only P may execute a waiver
of the period of limitations on assessment on behalf
of the group for Years 1 and 2.

Example 2. Acquisition of common parent by
another group. The facts are the same as in Example
1, except on January 1 of Year 3, all of the outstand-
ing stock of Pis acquired by Y. P thereafter joinsin
the Y group consolidated return as a member of Y
group. Although P is a member of Y group in Year
3, P remains the agent for the P group for Years 1
and 2. For as long as P remains in existence, only P
may execute awaiver of the period of limitations on
assessment on behalf of the P group for Years 1 and
2.

Example 3. Merger of common parent—
designation of remaining member as substitute
agent. On December 31 of Year 1, P sells al the
stock of S-1 to X. On July 1 of Year 2, P acquires
all the stock of S-2. On November 30 of Year 2, P
distributes al the stock of S to P’'s shareholders. On
January 1 of Year 3, P merges into Y corporation.
Just before the merger, P notifies the Commissioner
in writing of the planned merger and of its designa-
tion of S as the substitute agent for the P group for
Years 1 and 2. Sis the only member that P can des-
ignate as the substitute agent for both Years 1 and 2
because it is the only subsidiary that was a member
of the P group during part of both years. Although
S-2 is the only remaining subsidiary of the P group
when P merges into Y, S-2 was a member of the P
group only in Year 2. For that reason, S-2 cannot be
the substitute agent for the P group for Year 1. Alter-
natively, P could designate a different substitute
agent for each year, selecting S or S-1 as the substi-
tute agent for Year 1, and S or S-2 as the substitute
agent for Year 2. P could also designate its succes-
sor Y as the substitute agent for both Years 1 and 2.

Example 4. Forward triangular merger of com-
mon parent. On January 1 of Year 3, P merges with
and into Z-1, a subsidiary of Z, in a forward trian-
gular merger described in section 368(a)(1)(A) and
(8)(2)(D). The transaction constitutes a reverse
acquisition under § 1.1502—75(d)(3)(i) because P's
shareholders receive more than 50% of Z's stock in
exchange for all of P's stock. Just before the merger,
P notifies the Commissioner in writing of the
planned merger and its designation of Z—1, the cor-
poration that will survive the planned merger, as the
substitute agent of the P group for Years 1 and 2.
Because Z—1 will be P's successor (within the mean-
ing of paragraph (a)(1) of this section) after the
planned merger, P may designate Z—1 as the substi-

126

tute agent for the P group for Years 1 and 2, pursu-
ant to paragraph (d)(1) of this section. Alternatively,
P could have designated S or S-1 as the substitute
agent for the P group for Years 1 and 2. Although Z
is the new common parent of the P group, which
continues pursuant to § 1.1502—75(d)(3)(i), P may
not designate Z as the substitute agent for Years 1
and 2 because Z was not a member of the group
during any part of Years 1 or 2 and is not a succes-
sor of P or any other member of P group.

Example 5. Reverse triangular merger of com-
mon parent. On March 1 of Year 3, W—1, a subsid-
iary of W, merges into P, in a reverse triangular
merger described in section 368(a)(1)(A) and
(®(2)(E). P survives the merger with W—1. The
transaction constitutes a reverse acquisition under
§ 1.1502-75(d)(3)(i) because P's shareholders
receive more than 50% of W's stock in exchange for
dl of P's stock. Under paragraph (a) of this section,
P remains the agent for the P group for Years 1 and
2, even though the P group continues with W as its
new common parent pursuant to § 1.1502-
75(d)(3)(i). Because the transaction constitutes a
reverse acquisition, the P group is treated as remain-
ing in existence with W as its common parent.
Before March 2 of Year 3, P is the agent for the P
group for Year 3. Beginning on March 2 of Year 3,
W becomes the agent for the P group with respect to
al of Year 3 (including the period through March 1)
and subsequent consolidated return years. For as
long as P remains in existence, P remains the agent
of the P group under paragraph (&) of this section for
Years 1 and 2, and therefore only P may execute a
waiver of the period of limitations on assessment on
behalf of the P group for Years 1 and 2.

Example 6. Reverse triangular merger of com-
mon parent—subsequent spinoff of common parent.
The facts are the same as in Example 5, except that
on April 1 of Year 4, in atransaction unrelated to the
Year 3 reverse acquisition, P distributes the stock of
its subsidiaries S and S-1 to W, and W then distrib-
utes the stock of Pto the W shareholders. Beginning
on March 2 of Year 3, W becomes the agent for the
P group with respect to Year 3 (including the period
through March 1) and subsequent consolidated
return years. Although P is no longer a member of
the P group after the Year 4 spinoff, P remains the
agent for the P group under paragraph (a) of this
section for Years 1 and 2. Thus, for as long as P
remains in existence, only P may execute a waiver
of the period of limitations on assessment on behalf
of the P group for Years 1 and 2.

Example 7. Qualified stock purchase and section
338 election. On March 31 of Year 2, V purchases
the stock of P in a qualified stock purchase (within
the meaning of section 338(d)(3)), and V makes a
timely election pursuant to section 338(g) with
respect to P. Although section 338(a)(2) provides
that P is treated as a new corporation as of the
beginning of the day after the acquisition date for
purposes of subtitle A, paragraph (€)(4) of this sec-
tion provides that P's existence is not deemed to ter-
minate for purposes of this section notwithstanding
the genera rule of section 338(a)(2). Therefore, the
election under section 338(g) does not result in a
termination of P under paragraph (e) of this section,
and new P remains the agent of the P group for Year
1 and the period ending March 31 of Year 2 (short
Year 2). For as long as new P remains in existence,
only new P may execute a waiver of the period of
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limitations on assessment on behalf of the P group
for Year 1 and short Year 2.

Example 8. Fraudulent conveyance of assets. On
March 15 of Year 2, P files a consolidated return
that includes the income of S and S-1 for Year 1.
On December 1 of Year 2, S-1 transfers assets hav-
ing a fair market value of $100x to U in exchange
for $10x. This transfer of assets for less than fair
market value constitutes a fraudulent conveyance
under applicable state law. On March 1 of Year 5, P
executes awaiver extending to December 31 of Year
6 the period of limitations on assessment with
respect to the group’s Year 1 consolidated return. On
February 1 of Year 6, the Commissioner issues a
notice of deficiency to P asserting a deficiency of
$30x for the P group’s Year 1 consolidated tax
ligbility. P does not file a petition for redetermina-
tion in the Tax Court, and the Commissioner makes
a timely assessment against the P group. P, S and
S-1 are al insolvent and are unable to pay the defi-
ciency. On February 1 of Year 8, the Commissioner
sends a notice of transferee liability to U, which
does not file a petition in the Tax Court. On August
1 of Year 8, the Commissioner assesses the amount
of the P group’s deficiency against U. Under section
6901(c), the Commissioner may assess U’s trans-
feree liability within one year after the expiration of
the period of limitations against the transferor S-1.
By operation of section 6213(a) and 6503(a), the
issuance of the notice of deficiency to P and the
expiration of the 90-day period for filing a petition
in the Tax Court have the effect of further extending
by 150 days the P group’s limitations period on
assessment from the previously extended date of
December 31 of Year 6 to May 30 of Year 7. Pursu-
ant to paragraph (a)(1)(v) of this section, the waiver
executed by P on March 1 of Year 5 to extend the
period of limitations on assessment to December 31
of Year 6 and the further extension of the P group’s
limitations period to May 30 of Year 7 (by operation
of sections 6213(a) and 6503(a)) have the derivative
effect of extending the period of limitations on
assessment of U’s transferee liability to May 30 of
Year 8. By operation of section 6901(f), the issuance
of the notice of transferee liability to U and the
expiration of the 90-day period for filing a petition
in the Tax Court have the effect of further extending
the limitations period on assessment of U’s liability
as a transferee by 150 days, from May 30 of Year 8
to October 27 of Year 8. Accordingly, the Commis-
sioner may send a notice of transferee liability to U
a any time on or before May 30 of Year 8 and
assess the unpaid liability against U at any time on
or before October 27 of Year 8. The result would be
the same even if S-1 ceased to exist before March 1
of Year 5, the date P executed the waiver.

(g) Cross-reference. For further rules
applicable to groups that include insol-
vent financial institutions, see
§ 301.6402—7 of this chapter.

(h) Effective date—(1) Application—
(i) In general. This section applies with
respect to taxable years beginning on or
after June 28, 2002.

(ii) Election to apply for prior taxable
years. Notwithstanding paragraphs
(h)(1)(i) and (h)(2) of this section, the
common parent may elect to apply para
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graph (d)(1) of this section in lieu of
§ 1.1502-77A(d) in designating a substi-
tute agent for taxable years beginning
before June 28, 2002. The common par-
ent makes such an election by expressy
referring to the election under this para-
graph (h)(1)(ii) in notifying the Commis-
sioner of the designation of the substitute
agent. Once made, such election applies
to any subsequent designation of a substi-
tute agent for the consolidated return
year(s) subject to the election.

(2) Prior law. For taxable years begin-
ning before June 28, 2002, see § 1.1502—
TTA.

§1.1502-77T (a) [Redesignated as
§1.1502-77A(e) and Amended]

Par. 7. Section 1.1502—77T(a) is redes-
ignated as § 1.1502-77A(e) and is
amended by removing the language “dis-
trict director” and adding “Commis-
sioner” in each place it appears.

§1.1502-77T [Removed]

Par. 8. Section 1.1502-77T is re-
moved.

Par. 9. Section 1.1502—-78 is amended
as follows:

1. Paragraph (a) is revised.

2. Paragraph (b)(1) is amended by add-
ing the language “for the carryback year
(or agent designated under § 1.1502—
77(d) for the carryback year)” at the end
of the first sentence.

3. Paragraph (b)(2) is amended by
removing the language “6213(b)(2)" and
adding “6213(b)(3)" in its place.

4. In paragraph (c), the last sentence of
Example (1) is amended by adding the
language “for the carryback year” after
“parent.”

5. In paragraph (c), the last sentence of
Example (2) is amended by removing the
language “S-1" and adding “P” in its
place.

6. In paragraph (c) Example (3), the
seventh sentence is amended by removing
the language “Z must” and adding “X
must” in its place.

7. In paragraph (c) Example (3), the
last sentence is amended by removing the
language “6213(b)(2)” and adding
“6213(b)(3)" in its place.

8. Paragraph (€)(2)(v) is removed.

9. Paragraph (f) is added.
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The revision and addition read as fol-
lows:

§ 1.1502—78 Tentative carryback
adjustments.

(a) General rule. If agroup has a con-
solidated net operating loss, a consoli-
dated net capital loss, or a consolidated
unused business credit for any taxable
year, then any application under section
6411 for a tentative carryback adjustment
of the taxes for a consolidated return year
or years preceding such year shall be
made by the common parent corporation
for the carryback year (or substitute agent
designated under § 1.1502—77(d) for the
carryback year) to the extent such loss or
unused business credit is not apportioned
to a corporation for a separate return year
pursuant to § 1.1502-21(b), 1.1502—
22(b), or 1.1502—79(c). In the case of the
portion of a consolidated net operating
loss or consolidated net capital loss or
consolidated unused business credit to
which the preceding sentence does not
apply and that is to be carried back to a
corporation that was not a member of a
consolidated group in the carryback year,
the corporation to which such loss or
credit is attributable shall make any appli-
cation under section 6411. In the case of
a net capital loss or net operating loss or
unused business credit arising in a sepa-
rate return year that may be carried back
to a consolidated return year, after taking
into account the application of § 1.1502—
21(b)(3)(ii)(B) with respect to any net
operating loss arising in another consoli-
dated group, the common parent for the
carryback year (or substitute agent desig-
nated under § 1.1502—-77(d) for the carry-
back year) shall make any application
under section 6411.

* % % % %

(f) Effective date—(1) In general. This
section applies to taxable years to which
aloss or credit may be carried back and
for which the due date (without exten-
sions) of the original return is after June
28, 2002, except that the provisions of
paragraph (€)(2) apply for applications by
new members of consolidated groups for
tentative carryback adjustments resulting
from net operating losses, net capital
losses, or unused business credits arising
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in separate return years of new members
that begin on or after January 1, 2001.

(2) Prior law. For taxable years to
which a loss or credit may be carried
back and for which the due date (without
extensions) of the original return is on or
before June 28, 2002, see § 1.1502—-78 in
effect prior to June 28, 2002, as contained
in 26 CFR part 1 revised April 1, 2002.

Par. 10. Immediately before § 1.1502—
79A, an undesignated center heading is
added to read as follows:

REGULATIONS APPLICABLE TO
TAXABLE YEARS BEFORE
JANUARY 1, 1997

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 11. The authority citation for part
602 continues to read as follows:

Authority: 26 U.S.C. 7805.

Par. 12. Section 602.101, paragraph (b)
is amended by adding an entry in numeri-
cal order to the table to read as follows:

8§ 602.101 OMB Control numbers.

* % % % %

(b)***

CFR part or section where Current OMB
identified and described control No.

* % % * %

RS0 2. OO 1545-1699

* % % % %

Robert E. Wenzel,
Deputy Commissioner of
Internal Revenue.

Approved May 20, 2002.

Pamela F. Olson,
Acting Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on June
27, 2002, 8:45 am., and published in the issue of
the Federal Register for June 28, 2002, 67 FR.
43538)

Section 4972.—Tax on
Nondeductible Contributions
to Qualified Employer Plans

Whether “restorative payments’ to a qualified
defined contribution plan are contributions. See Rev.
Rul. 200245, page 116.

Section 6045.—Returns of
Brokers

26 CFR 1.6045-1(c)(3)(ii): Excepted sales.

Information Reporting on Form 1099-B.
Exception from reporting on Form 1099-B in con-
nection with certain stock option transactions, under
specified conditions. See Rev. Proc. 2002-50, page
173.

2002-29 I.R.B.

Section 6103.—Confidentiality
and Disclosure of Returns and
Return Information

26 CFR 301.6103(j)(5)-1: Disclosures of return
information to officers and employees of the Depart-
ment of Agriculture for certain statistical purposes
and related activities.

T.D. 9001

DEPARTMENT OF THE
TREASURY

Internal Revenue Service
26 CFR Part 301

Disclosure of Return
Information to Officers and
Employees of the Department
of Agriculture for Certain
Statistical Purposes and
Related Activities

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulation.

SUMMARY: This contains a final regula-
tion relating to return information to be
disclosed to the Department of Agricul-
ture (Department) for use in conducting
the Census of Agriculture. The regulation
provides for the disclosure of an addi-
tional item of return information to the
Department. The regulation provides
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guidance to IRS personnel responsible for
disclosing the return information.

DATES: Effective Date: This final regula-
tion is effective June 19, 2002.

Applicability Date: For dates of appli-
cability of this final regulation, see
§ 301.6103(j)(5)-1(d).

FOR FURTHER INFORMATION CON-
TACT: Joseph Conley, 202-622-4580
(not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

Under section 6103(j)(5) of the Inter-
nal Revenue Code (Code), upon written
request from the Secretary of Agriculture,
the Secretary of the Treasury shall furnish
such returns or return information as pre-
scribed by Treasury regulation to officers
and employees of the Department whose
official duties require access to such
returns or return information for the pur-
pose of, but only to the extent necessary
in, structuring, preparing, and conducting
the Census of Agriculture pursuant to the
Census of Agriculture Act of 1997. Cur-
rently, § 301.6103(j)(5)-1 provides an
itemized description of the return infor-
mation authorized to be disclosed for this
purpose. By letter dated May 8, 2001, the
Secretary of Agriculture requested that
the Treasury Regulations be amended to
authorize the disclosure of an additional
item of return information, the taxpayer’s
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telephone number contained on Form
1040/Schedule F.

This document adopts a final regula-
tion that authorizes IRS personnel to dis-
close the additional item of return infor-
mation that has been requested by the
Secretary of Agriculture.

Explanation of Provisions

This final regulation will permit the
IRS to disclose to the Department, for its
use in structuring, preparing, and con-
ducting the Census of Agriculture, an
additional item of return information, the
taxpayer’s telephone number provided on
the Form 1040/Schedule F. According to
the Department, the disclosure of this
additional item of return information will
improve the efficiency of the Depart-
ment’s list-building operations by reduc-
ing the potential for duplication in the
Census of Agriculture. After receiving
information from the IRS, the Department
attempts to link such information to other
records held by or available to the
Department, doing so where possible on
the basis of names, social security num-
bers or employer identification numbers,
and addresses. The Department intends to
use taxpayer telephone numbers to match
records that cannot be matched otherwise
or to determine that questionable links
between records, such as those based
merely on name and address information,
congtitute or do not constitute definite
matches. By means of the matching pro-
cess, the Department avoids duplicate
contacts and furthers its classification of
farms for Census of Agriculture purposes.
The IRS will provide taxpayer telephone
numbers to the Department under this
final regulation with the understanding
that the Department will only use them
for such purpose, and that it will not use
the information to telephone taxpayers.
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Special Analyses

Section 553 of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) requires
that a notice of proposed rulemaking be
published in the Federal Register and,
after such notice, that the Federal agency
that issued the notice give interested per-
sons an opportunity to participate in the
rulemaking through submission of written
comments, with or without opportunity
for oral presentation. These requirements
are subject to certain exceptions, includ-
ing when the agency for good cause finds
that notice and public comment are
impracticable, unnecessary, or contrary to
the public interest. Because the final
regulation merely amends a preexisting
regulation (8§ 301.6103(j)(5)-1) to add a
single item of information to alist of such
items, it is determined that the notice and
public-comment procedure required by 5
U.S.C. 553 is unnecessary in this case
pursuant to the exception in 5 U.S.C.
553(b)(3)(B). For the same reason, a
delayed effective date is not required pur-
suant to 5 U.S.C. 553(d)(3)

It has also been determined that this
Treasury decision is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory
assessment is not required. Because no
notice of proposed rulemaking is
required, the provisions of the Regulatory
Flexibility Act (5 U.S.C. 601 et seq.) do
not apply. Pursuant to section 7805(f) of
the Code, this regulation was submitted to
the Chief Counsel of the Small Business
Administration for comment on its impact
on small business.

Drafting Information

The principal author of this temporary
regulation is Joseph Conley, Office of
Associate Chief Counsel (Procedure &
Administration), Disclosure and Privacy
Law Division.

* k k * %
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Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 301 is
amended as follows:

PART 301 — PROCEDURE AND
ADMINISTRATION

Paragraph 1. The authority citation for
part 301 is amended by adding an entry in
numerical order to read in part as follows:

Authority: 26 U.S.C. 7805 * * *

Section 301.6103(j)(5)—-1 also issued
under 26 U.S.C. 6103(j)(5); * * *

Par. 2. Section 301.6103(j)(5)-1 is
amended by adding paragraph (b)(2)(xiv)
to read as follows:

8§ 301.6103(j)(5)-1 Disclosures of return
information to officers and employees of
the Department of Agriculture for
certain statistical purposes and related
activities.

* %k % k% %
(b) * % %
(2) * % %
(xiv) Taxpayer telephone number.

* % % % %

(d) Effective dates. This section is
applicable on July 31, 2001, except para-
graph (b)(2)(xiv) which is applicable on
June 19, 2002.

Robert E. Wenzel,
Deputy Commissioner of
Internal Revenue.

Approved June 10, 2002.

Pamela F. Olson,

Acting Assistant Secretary

of the Treasury.

(Filed by the Office of the Federal Register on June
18, 2002, 8:45 am., and published in the issue of

the Federal Register for June 19, 2002, 67 FR.
41621)
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Part Ill. Administrative, Procedural, and Miscellaneous

Deduction for Contributions of
an Employer to an Employees’
Trust or Annuity Plan and
Compensation Under a
Deferred-Payment Plan

Notice 2002-48

Questions have arisen about certain
variations on the fact pattern described in
Rev. Rul. 90-105, 1990-2 C.B. 69, and
their effect on the timing of an employ-
er's deduction for contributions to a cash
or deferred arrangement within the mean-
ing of § 401(k) or to a defined contribu-
tion plan as matching contributions
within the meaning of § 401(m). Rev.
Rul. 2002—46, page 118 of this Bulletin,
addresses a fact pattern that is substan-
tialy similar to the fact pattern in Rev.
Rul. 90-105. This notice addresses two
other variations on this fact pattern. The
facts in Rev. Rul. 90-105 involve contri-
butions that are attributable to compensa
tion earned after the end of an employer’s
taxable year and are made after the end of
that year but during the § 404(a)(6) grace
period. Rev. Rul. 90-105 holds that such
contributions are not deductible for the
taxable year.

In Rev. Rul. 2002—46, the plan is
amended to provide for a board resolution
setting a minimum contribution for a plan
year (to be alocated first toward elective
deferrals and matching contributions,
with any excess to be allocated to partici-
pants as of the end of the plan year in
proportion to compensation earned during
the plan year), and a board resolution is
adopted before the end of the taxable year
pursuant to that amendment. Rev. Rul.
200246 reaches the same result as Rev.
Rul. 90-105.

This notice addresses two other varia-
tions on the Rev. Rul. 90-105 fact pat-
tern, neither of which involves grace
period contributions. One variation
involves an actual payment to the plan
before the end of the taxable year, in
anticipation of § 401(k) deferrals and
8§ 401(m) matches to occur after the end
of the tax year (but before the end of the
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overlapping plan year). The other varia-
tion involves such a prepayment, com-
bined with a guaranteed minimum contri-
bution as described in Rev. Rul. 2002—46.
Because these variations involve actual
payments before the end of the taxable
year, § 404(a)(6) and Rev. Rul. 90-105,
19902 C.B. 69, do not affect the deduct-
ibility of the contributions.

Rev. Rul. 90-105 based its holding in
part upon § 1.404(a)-1(b) of the Income
Tax Regulations. Specifically, Rev. Rul.
90-105 relied upon language in the regu-
lation requiring that contributions be
compensation for services actualy ren-
dered. Upon further consideration, the
Service has concluded that this language
is relevant only where the reasonableness
of an employee’s compensation is in
question, and thus is not an appropriate
basis upon which to determine the timing
of deductions for the contributions
described in Rev. Rul. 90-105, Rev. Rul.
200246, and this notice.

The Service is reviewing other issues
that may be raised by the two factual pat-
terns addressed in this notice. Any addi-
tional guidance concerning the matters
addressed in this notice will be prospec-
tive in application. Pending such addi-
tional guidance, the Service will not chal-
lenge the deductibility of contributions
described in this notice, provided actua
payment is made during the taxable year
and the amount deducted does not exceed
the applicable limitation under § 404(a)
)A)).

The transactions described in this
notice are not “reportable transactions’
for purposes of § 1.6011-4T(b)(1) of the
Temporary Income Tax Regulations and
are not “listed transactions’ for purposes
of § 301.6111-2T(b)(2) of the Temporary
Procedure and Administration Regula-
tions.

The principal author of this notice is
John Richards of the Office of the Divi-
sion Counsel/Associate Chief Counsel
(Tax Exempt and Government Entities).
For further information regarding this
notice, contact Mr. Richards at (202)
622—6090 (not a toll-free call).
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Weighted Average Interest
Rate Update

Notice 2002-49

Sections  412(b)(5)(B) and
412()(7)(C)(i) of the Internal Revenue
Code provide that the interest rates used
to calculate current liability for purposes
of determining the full funding limitation
under § 412(c)(7) and the required contri-
bution under § 412(1) must be within a
permissible range around the weighted
average of the rates of interest on 30-year
Treasury securities during the four-year
period ending on the last day before the
beginning of the plan year.

Notice 8873, 1988-2 C.B. 383, pro-
vides guidelines for determining the
weighted average interest rate and the
resulting permissible range of interest
rates used to calculate current liability for
the purpose of the full funding limitation
of § 412(c)(7) of the Code.

Section 417(e)(3)(A)(ii)(I1) of the
Code defines the applicable interest rate,
which must be used for purposes of deter-
mining the minimum present value of a
participant’s benefit under § 417(e)(1)
and (2), as the annual rate of interest on
30-year Treasury securities for the month
before the date of distribution or such
other time as the Secretary may by regu-
lations prescribe. Section 1.417(e)—
1(d)(3) of the Income Tax Regulations
provides that the applicable interest rate
for a month is the annual interest rate on
30-year Treasury securities as specified
by the Commissioner for that month in
revenue rulings, notices or other guidance
published in the Internal Revenue Bulle-
tin.

The rate of interest on 30-year Trea
sury Securities for June 2002 is 5.52 per-
cent. Pursuant to Notice 2002-26,
2002-15 I.R.B. 743, the Service has
determined this rate as the monthly aver-
age of the daily determination of yield on
the 30-year Treasury bond maturing in
February 2031.

Section 405 of the Job Creation and
Worker Assistance Act of 2002 amended
§ 412(1)(7)(C) of the Code to provide that
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for plan years beginning in 2002 and
2003 the permissible range is extended to
120 percent.

The following rates were determined
for the plan years beginning in the month
shown below.

90% to 110%

Weighted Permissible
Month Year Average Range
July 2002 5.67 5.10 to 6.23

Drafting Information

The principal author of this notice is
Todd Newman of the Employee Plans,
Tax Exempt and Government Entities
Division. For further information regard-
ing this notice, please contact the
Employee Plans' taxpayer assistance tele-
phone service at 1-877-829-5500 (a toll-
free number), between the hours of 8:00
am. and 6:30 p.m. Eastern time, Monday
through Friday. Mr. Newman may be
reached at 1-202-283-9888 (not a toll-
free number).

Bonds for Solid Waste
Disposal Facilities

Notice 2002-51

PURPOSE

The Treasury Department and the
Internal Revenue Service have received
inquiries regarding the application of sec-
tion 142(a)(6) of the Internal Revenue
Code to recycling facilities. As part of the
Priority Guidance Plan for the period July
1, 2002 through June 30, 2003, Treasury
and the IRS intend to undertake a guid-
ance project to address the application of
section 142(a)(6) to recycling facilities.
Accordingly, Treasury and the IRS are
soliciting public comment on the issue.

BACKGROUND

Generally, interest on a state or local
bond is excluded from gross income
under section 103. However, section
103(b) provides that the exclusion does
not apply to a private activity bond unless
the bond is a qualified bond. Section
141(e) defines “qualified bond” to
include an exempt facility bond that
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meets certain requirements. Section
142(a) lists the categories of exempt facil-
ity bonds, which include bonds for solid
waste disposal facilities under section
142(a)(6).

Section 142(a)(6) was added to the
Code as part of the Tax Reform Act of
1986, PL. 99-514; 100 Stat. 2606;
1986-3 C.B. (Vol. 1) 523. However,
exempt activity financing for solid waste
disposal facilities was not first introduced
in the 1986 Act. Rather, it was also per-
mitted under section 103(b)(4)(E) of the
Internal Revenue Code of 1954. Guidance
has been issued under section
103(b)(4)(E) that is applicable to section
142(8)(6). The Conference Report to the
1986 Act provides that “[t]he conference
agreement allows exempt-facility bonds
to be issued to finance solid waste dis-
posal facilities, defined generally as under
present law.” Conf. Rpt. 99-841 (Val. I1),
at 11-704; 1986-3 C.B. (Vol. 4) 704.

Section 1.103-8(f)(2)(ii)(a) of the
regulations defines “solid waste disposal
facilities” as any property or portion
thereof used for the collection, storage,
treatment, utilization, processing, or final
disposal of solid waste. Section 1.103—
8(f)(2)(ii)(b) provides that the term “solid
waste” has the same meaning as in former
section 203(4) of the Solid Waste Dis-
posal Act (42 U.S.C. § 3252(4)), as
qguoted in the regulations, except that
materia will not qualify as solid waste
unless, on the date of issue of the obliga-
tions issued to provide the facility to dis-
pose of the waste materid, it is property
that is useless, unused, unwanted, or dis-
carded solid material which has no mar-
ket or other value at the place where it is
located. Thus, where any person is will-
ing to purchase the property, at any price,
the material is not waste. However, if any
person is willing to remove the property
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90% to 120%
Permissible
Range

5.10 to 6.80

at his own expense but is not willing to
purchase it at any price, the materia is
waste.

Former section 203(4) of the Solid
Waste Disposal Act, as quoted in
§ 1.103-8(f)(2)(ii)(b), provides that,

The term “solid waste” means gar-
bage, refuse, and other discarded
solid materials, including solid-
waste materials resulting from
industrial, commercial, and agricul-
tural operations, and from commu-
nity activities, but does not include
solids or dissolved material in
domestic sewage or other signifi-
cant pollutants in water resources,
such as silt, dissolved or suspended
solids in industrial waste water
effluents, dissolved materialsin irri-
gation return flows or other com-
mon water pollutants.

Section 1.103-8(f)(2)(ii)(c) states that
a facility that disposes of solid waste by
reconstituting, converting, or otherwise
recycling it into material that is not waste
shall also qualify as a solid waste disposal
facility if solid waste constitutes at least
65 percent, by weight or volume, of the
total materials introduced into the recy-
cling process. Such a recycling facility
shall not fail to qualify as a solid waste
disposal facility solely because it operates
a a profit.

Section 17.1(a) of the Temporary regu-
lations provides that, in the case of prop-
erty that has both a solid waste disposal
function and a function other than the dis-
posa of solid waste, only the portion of
the cost of the property alocable to the
function of solid waste disposal is taken
into account as an expenditure to provide
solid waste disposal facilities. However, a
facility that otherwise qualifies as a solid
waste disposal facility will not be treated
as having a function other than solid
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waste disposal merely because material or
heat which has utility or value is recov-
ered or results from the disposal process.
Where materials or heat are recovered,
the waste disposal function includes the
processing of those materials or heat that
occurs in order to put them into the form
in which the materials or heat are in fact
sold or used, but does not include further
processing which converts the materials
or heat into other products.

Section 17.1(c) of the Temporary regu-
lations contains an example in which
Company A proposed to build a recycling
facility that would process discarded
waste by separating out metals, glass, and
similar materials. As separated, some of
the items were commercially saleable.
However, A did not intend to sell the met-
as and glass until the metals were further
separated, sorted, sized and cleaned and
the glass was pulverized. The metals and
pulverized glass would then be sold to
commercial users. The example con-
cludes that the waste disposal function
includes such processing of the metals
and glass, but does not include further
processing.

The example further provides that the
remaining waste was burned and the heat
produced was used to make steam. Com-
pany B, which operated an adjacent gen-
erating facility, could use steam for
power. B needed steam with certain char-
acteristics and as a result, certain of A’s
eguipment was more costly than it would
have been to produce steam for some
other uses. The example concludes that
the disposal function includes the equip-
ment actually used to put the heat into the
form in which it was sold. If A con-
structed pipes to carry the steam to B’s
facility, the pipes would not be included
in the solid waste disposal function. Simi-
larly, if A installed generating equipment
and used the steam to generate el ectricity,
the disposal function would not include
the generating equipment.

In Revenue Ruling 72-190, 1972-1
C.B. 29, bonds financed facilities leased
to a private corporation. The facilities
reconstituted discarded solid materials
from a manufacturing process so that the
materials could be reintroduced into a
manufacturing process. The corporation
had previously discarded the materials
resulting from its manufacturing process
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because they could not be reintroduced
into its production process or sold for use
by someone else. Thus, at the time the
facilities were constructed, the discarded
materials were of no value to the corpora
tion a the place where they were dis-
carded. The ruling concludes that the
facilities are solid waste disposal facili-
ties.

In Revenue Ruling 75-184, 1975-1
C.B. 41, bonds financed facilities leased
to a private person, P, that used the facili-
ties to recycle used corrugated containers
into corrugated paperboard. To provide
the raw material needed for the opera
tions, P entered into a ten-year contract
with an unrelated corporation, M. M col-
lected and sorted discarded corrugated
containers from the refuse stream to meet
its obligations under the contract with P,
which included baling and loading for
transportation. The price P paid to M con-
sisted of a specified amount per ton for
processing plus an additional specified
amount per ton for the containers, FO.B.,
at M’s location. The ruling concludes that
the containers were not solid waste
because they had value at M’s location
and P was willing to purchase them at a
stated price.

In Revenue Ruling 76-222, 1976-1
C.B. 26, bonds financed facilities leased
to a private person, X, that used the facili-
ties for collecting and processing garbage
into fuel for subseguent sale to Y, a pub-
lic utility. X received the garbage from
garbage collectors at collection stations.
X did not pay for the garbage; rather, it
received a fee from the garbage collectors
for the privilege of dumping their gar-
bage. The garbage was then packed into
containers for transportation by truck or
train to X’s processing station adjacent to
Y’s utility plant. At the processing sta-
tion, the garbage was reduced to a small,
uniform size and classified into noncom-
bustible and combustible fractions. Non-
combustible fractions were sold to scrap
dedlers or placed in a landfill. The com-
bustible fraction was fed to a surge bin
from which it was blown into boilers at
Y’s utility plant. Y paid X a stipulated
amount per ton for the combustible frac-
tions based on their BTU value. The rul-
ing concludes that the facilities, other
than the equipment used to transport the
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fuel from the surge bin to the boilers, are
solid waste disposal facilities.

In Revenue Ruling 80-197, 1980-2
C.B. 44, bonds financed facilities
acquired by the taxpayer, a private bever-
age manufacturer. The taxpayer used the
facilities to package beverages in reusable
containers. State law prohibited the sae
of beverages in non-returnable containers
and required beverage purchasers to pay a
deposit that was refunded on return of the
beverage containers. The taxpayer deter-
mined that it was less costly to use reus-
able containers than it was to use new
containers. The ruling notes that if a reus-
able container is not returned, but is dis-
carded, it could potentially become solid
waste. However, once the reusable con-
tainer is returned to the taxpayer and the
deposit is refunded to the retailer, the
reusable container is not useless,
unwanted, or discarded solid material.
The ruling concludes that even though a
market for used containers did not exist
by virtue of the mandatory deposit, reus-
able containers had value to the taxpayer
because reuse of these containers was less
costly than the purchase of new contain-
ers, and thus the containers were not solid
waste.

REQUEST FOR PUBLIC COMMENTS

Treasury and the IRS are soliciting
public comments regarding the applica-
tion of section 142(a)(6) to recycling
facilities. Treasury and the IRS also invite
comments on any other issues concerning
the application of that Code provision.

Taxpayers may submit comments in
writing to:

Internal Revenue Service

Attn: CC.CORP.R
(Notice 2002-51,
Room 5226)

PO. Box 7604

Ben Franklin Station

Washington, D.C. 20044

Alternatively, taxpayers may submit
comments electronically at:
http://www.irs.ustreas.gov/prod/
cover.html (the IRS Internet Site)

All comments should be received by
October 21, 2002. The comments submit-
ted will be available for public inspection
and copying.
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DRAFTING INFORMATION Michael Brewer and Rebecca Harrigal of tion regarding this notice, contact Mr.
the Office of the Assistant Chief Counsel Brewer at (202) 622—-3980 (not a toll-free
The principal authors of this notice are  (CC:TEGE:EOEG). For further informa-  call).

26 CFR 601.202: Closing agreements.
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PART I. INTRODUCTION TO
EMPLOYEE PLANS COMPLIANCE
RESOLUTION SYSTEM

SECTION 1. PURPOSE AND
OVERVIEW

.01 Purpose. This revenue procedure
updates the comprehensive system of cor-
rection programs for sponsors of retire-
ment plans that are intended to satisfy the
requirements of 8§ 401(a), § 403(a),
§ 403(b), or § 408(k) of the Internal Rev-
enue Code (the “Codge”), but that have not
met these requirements for a period of
time. This system, the Employee Plans
Compliance Resolution System
(“EPCRS"), permits plan sponsors to cor-
rect these failures and thereby continue to
provide their employees with retirement
benefits on a tax-favored basis. The com-
ponents of EPCRS are the Self-
Correction Program (“SCP”), the Volun-
tary Correction Program (“VCP”), and
the Audit Closing Agreement Program
(“Audit CAP").

.02 General principles underlying
EPCRS. EPCRS is based on the following
genera principles:

« Sponsors and other administrators of
eligible plans should be encouraged
to establish administrative practices
and procedures that ensure that these
plans are operated properly in accor-
dance with the applicable require-
ments of the Code.

» Sponsors and other administrators of
eligible plans should satisfy the appli-
cable plan document requirements of
the Code.

» Plan sponsors and other administra-
tors should make voluntary and
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timely correction of any plan failures,
whether involving discrimination in
favor of highly compensated employ-
ees, plan operations, the terms of the
plan document, or adoption of a plan
by an ineligible employer. Timely and
efficient correction protects partici-
pating employees by providing them
with their expected retirement ben-
efits, including favorable tax treat-
ment.

» Voluntary compliance is promoted by
providing for limited fees for volun-
tary corrections approved by the Ser-
vice, thereby reducing employers’
uncertainty regarding their potential
tax liability and participants’ potential
tax liahility.

» Fees and sanctions should be gradu-
ated in a series of steps so that there
is always an incentive to correct
promptly.

e Sanctions for plan failures identified
on audit should be reasonable in light
of the nature, extent, and severity of
the violation.

e Administration of EPCRS should be
consistent and uniform.

« Plan Sponsors should be able to rely
on the availability of EPCRS in tak-
ing corrective actions to maintain the
tax-favored status of their plans.

.03 Overview. EPCRS includes the fol-
lowing basic elements:

o Sdf-correction (SCP). A plan sponsor
that has established compliance prac-
tices and procedures may, at any time,
correct insignificant Operational Fail-
ures without paying any fee or sanc-
tion. In addition, in the case of a
Qualified Plan that is the subject of a
favorable determination letter from
the Service or in the case of a 403(b)
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Plan, the plan sponsor generally may
correct even significant Operational
Failures without payment of any fee
or sanction.

Voluntary correction with Service
approval (VCP). A plan sponsor, at
any time before audit, may pay alim-
ited fee and receive the Service's
approval for correction. Under VCP,
there are special procedures for cer-
tain submissions involving only
Operational Failures (Voluntary Cor-
rection of Operational Failures
(*VCQ")), and for certain submis-
sions in which limited Operational
Failures are being corrected using
standardized corrections (Voluntary
Correction of Operational Failures
Standardized (“VCS')). VCP also
includes a special procedure that
applies to 403(b) Plans (Voluntary
Correction of Tax-sheltered Annuity
Failures (“VCT")), a specia proce-
dure for anonymous submissions
(*Anonymous Submission Proce-
dure”), a specia procedure for group
submissions (Voluntary Correction of
Group Failures (*VCGroup”)), and a
special procedure that applies to SEPs
(Voluntary Correction of SEP Failures
(“VCSEPS")).

Correction on audit (Audit CAP). If a
failure (other than a failure corrected
through SCP or VCP) is identified on
audit, the plan sponsor may correct
the failure and pay a sanction. The
sanction imposed will bear a reason-
able relationship to the nature, extent
and severity of the failure, taking into
account the extent to which correction
occurred before audit.
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SECTION 2. EFFECT OF THIS
REVENUE PROCEDURE ON
PROGRAMS

.01 Effect on programs. This revenue
procedure modifies and supersedes Rev.
Proc. 2001-17, 2001-1 C.B. 589, which
was the prior consolidated statement of
the correction programs under EPCRS.
The modifications to Rev. Proc. 2001-17
that are reflected in this revenue proce-
dure include:

« extending the duration of the self-
correction period under SCP for sig-
nificant operational compliance fail-
ures where the Plan Sponsor assumes
a plan in connection with a corporate
merger, acquisition, or other transac-
tion. (section 9.02(2))

e extending the Anonymous Submis-
sion Procedure indefinitely. (section
10.13(3))

e expanding the Anonymous Submis-
sion Procedure to permit the submis-
sion of failures listed in Appendix A
and Appendix B. (section 10.13(1))

e expanding the Anonymous Submis-
sion Procedure to VCGroup and
VCSEP submissions. (section
10.13(2))

« expanding the definition of Employer
Eligibility Failure to include the
adoption of a 401(k) plan by any
ineligible employer. (section
5.01(2)(d))

 broadening the VCGroup procedures
to permit eligible organizations to
submit operational and plan document
failures in a single submission. (sec-
tion 10.15(1))

e increasing the de minimis amount
relating to corrective distributions.
(section 6.02(5)(b))

e providing a de minimis rule for cor-
recting certain Overpayments. (sec-
tion 6.02(5)(c))

* clarifying the date by which correc-
tion of afailure related to Transferred
Assets must be completed. (section
12.08)

« clarifying that the correction of fail-
ures in a terminated plan may be
made under VCP. (section 10.03)

e clarifying what items may be
excluded from the initial submission
under the Anonymous Submission
Procedure. (section 10.13(1))
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 updating the definition of Favorable
Letter. (section 5.01(4))

» modifying the correction procedure
relating to Excess Amounts under
VCT and overcontributions under
VCSEP. (sections 12.05(3) and
12.07(2))

» clarifying the factors considered
under Audit CAP for determining a
sanction amount. (section 14.02)

* revising the checklist in Appendix C
to include questions relating to Trans-
ferred Assets and the waiver of the
excise tax under § 4974. (Appendix C
items 10 and 18)

In addition, the following sections
have been modified for purposes of clari-
fication: sections 4.05, 5.01(8), 5.02(3),
6.02(3), 6.02(5)(d), 6.05(1), 6.05(2)(a)
and (b), 9.05 Example 1, 10.06, 10.09,
10.13(2), 10.15(2), 10.15(3)(b), 11.01,
11.02(11), 11.03(4), 11.04(3), 11.04(4),
11.05, 11.12, 12.01(1), 12.01(3)(a), 12.02,
12.08, 13.02, 14.03, 15, 16, 17, Appendix
A .05, Appendix B 2.01(b)(i) and 2.07(3),
and Appendix C checklist item 26.

.02 Future enhancements. (1) It is
expected that the EPCRS revenue proce-
dure will continue to be updated on a
periodic basis, including, as noted above,
further improvements to EPCRS based on
comments previously received. In addi-
tion, the Service and Treasury continue to
invite further comments on how to
improve EPCRS. Comments should be
sent to:

Internal Revenue Service
Attention: T:EP.RA:VC

1111 Constitution Avenue, NW
Washington, D.C. 20224

(2) The Service and Treasury are
considering expanding the procedures
under EPCRS and are interested in
receiving comments regarding, among
other things, appropriate correction proce-
dures for failures arising under SIMPLE
IRAs (under § 408(p)) and § 457(b)
plans. Submissions related to SIMPLE
IRAS are currently being accepted by the
Service on a provisiona basis outside of
EPCRS. Submissions relating to § 457(b)
eligible governmental plans will be
accepted by the Service on a provisional
basis outside of EPCRS. Submissions
relating to other § 457(b) eligible plans
may be accepted outside EPCRS as
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Employee Plans develops experience in
the 8§ 457 area.

PART Il. PROGRAM EFFECT AND
ELIGIBILITY

SECTION 3. EFFECT OF EPCRS;
RELIANCE

.01 Effect of EPCRS on Qualified
Plans. For a Qualified Plan, if the €eligi-
bility requirements of section 4 are satis-
fied and the Plan Sponsor corrects a
Qualification Failure in accordance with
the applicable requirements of SCP in
section 7, VCP in sections 10 and 11, or
Audit CAP in section 13, the Service will
not treat the Qualified Plan as failing to
meet § 401(a). Thus, for example, if the
Plan Sponsor corrects the failures in
accordance with the requirements of this
revenue procedure, the plan will be
treated as a qualified plan for purposes of
applying § 3121(a)(5) (FICA taxes) and
§ 3306(b)(5) (FUTA taxes).

.02 Effect of EPCRS on 403(b) Plans.
(2) Income taxes. For a403(b) Plan, if the
applicable digibility requirements of sec-
tion 4 are satisfied and the Plan Sponsor
corrects a failure in accordance with the
applicable reguirements of SCPin section
7, VCP in sections 10 and 11, or Audit
CAP in section 13, the Service will not
pursue income inclusion for affected par-
ticipants, or liability for income tax with-
holding, on account of the failure. How-
ever, the correction of afailure may result
in income tax consequences to partici-
pants and beneficiaries (for example, par-
ticipants may be required to include in
gross income distributions of Excess
Amounts in the year of distribution).

(2) Excise and employment taxes.
Excise taxes, FICA taxes, and FUTA
taxes (and corresponding withholding
obligations), if applicable, that result
from a failure are not waived merely
because the failure has been corrected.

.03 Effect of EPCRS on SEPs. For a
SEP, if the eligibility requirements of sec-
tion 4 are satisfied and the Plan Sponsor
corrects a failure to satisfy the require-
ments of § 408(k) in accordance with the
applicable requirements of SCP in section
7 (but only if the corresponding Qualifi-
cation Failure is an insignificant Opera-
tional Failure), VCP in sections 10 and
11, or Audit CAP in section 13, the Ser-
vice will not treat the SEP as failing to
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meet 8 408(k). Thus, for example, if the
Plan Sponsor corrects the failures in
accordance with the requirements of this
revenue procedure, the SEP will be
treated as satisfying § 408(k) for purposes
of applying § 3121(a)(5) (FICA taxes)
and 8 3306(b)(5) (FUTA taxes).

.04 Compliance Statement. If a Plan
Sponsor or Eligible Organization receives
a compliance statement under VCP, the
compliance statement is binding upon the
Service and the Plan Sponsor or Eligible
Organization as provided in section
10.08.

.05 Other taxes and penalties. See sec-
tion 6.07 for rules relating to other taxes
and penalties.

.06 Reliance. Taxpayers may rely on
this revenue procedure, including the
relief described in sections 3.01, 3.02, and
3.03.

SECTION 4. PROGRAM ELIGIBILITY

.01 Programs for Qualified Plans and
403(b) Plans. (1) SCP. Quadlified Plans
and 403(b) Plans are eligible for SCP.
SCP is available only for Operational
Failures.

(2) VCP. Qualified Plans and
403(b) Plans are eligible for VCP. VCP
provides general procedures for correc-
tion of al Qualification Failures. Opera-
tional, Plan Document, Demographic, and
Employer Eligibility.

(3) Audit CAP. Audit CAPis avail-
able for correction of al failuresfound on
examination that have not been corrected
in accordance with SCP or VCP.

.02 Eligibility for other arrangements.
(1) A SEP that is maintained under a Plan
Document is eligible for SCP with respect
to insignificant failures and is eligible for
VCP (under the specia VCSEP proce-
dure). A SEP is also digible for Audit
CAP For purposes of EPCRS, afailureto
satisfy § 408(k) is treated like the corre-
sponding Qualification Failure. A failure
to satisfy 8§ 408(k) includes a failure to
satisfy the 50%-€ligible-employees elec-
tion requirement of § 408(k)(6)(A)(ii) and
a failure to satisfy the 25-employee limit
of § 408(k)(6)(B).

(2) The Service may extend EPCRS
to other arrangements.

.03 Effect of examination. If the plan
or Plan Sponsor is Under Examination,
VCP is not available. However, while the
plan or Plan Sponsor is Under Examina
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tion, insignificant Operational Failures
can be corrected under SCP and, if cor-
rection has been substantially completed
before the plan or Plan Sponsor is Under
Examination, significant Operational
Failures can be corrected under SCP.

.04 Favorable Letter requirement.
VCO and the provisions of SCP relating
to significant Operational Failures (see
section 9) are available for a Qualified
Plan only if the plan is the subject of a
Favorable Letter.

.05 Established practices and proce-
dures. In order to be €eligible for SCP, the
Plan Sponsor or administrator of a plan
must have established practices and pro-
cedures (forma or informal) reasonably
designed to promote and facilitate overall
compliance with applicable Code require-
ments. For example, the plan administra-
tor of a Qualified Plan that may be top-
heavy under § 416 may include in its plan
operating manual a specific annual step to
determine whether the plan is top-heavy
and, if so, to ensure that the minimum
contribution requirements of the top-
heavy rules are satisfied. A plan docu-
ment aone does not congtitute evidence
of established procedures. In order for a
Plan Sponsor or administrator to use SCP,
these established procedures must have
been in place and routinely followed, and
an Operational Failure must have
occurred through an oversight or mistake
in applying them or because of an inad-
equacy in the procedures. In the case of a
failure that relates to Transferred Assets
or to a plan assumed in connection with a
corporate merger, acquisition, or other
similar employer transaction between the
Plan Sponsor and sponsor of the transf-
eror plan or the prior plan sponsor of an
assumed plan, the plan is considered to
have established practices and procedures
if such practices and procedures are in
effect by the end of the first plan year that
begins after the corporate merger, acqui-
sition, or other similar transaction.

.06 Correction by plan amendment. (1)
Availability of correction by plan amend-
ment in VCP general procedures. A Plan
Sponsor may use VCP for a Qualified
Plan to correct an Operational Failure by
a plan amendment to conform the terms
of the plan to the plan’s prior operations,
provided that the amendment complies
with the requirements of § 401(a), includ-
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ing the requirements of 88 401(a)(4),
410(b), and 411(d)(6).

(2) Certain correction by plan
amendment permitted in SCP and VCO.
A Plan Sponsor may use SCP or VCO for
a Qualified Plan to correct an Operational
Failure by a plan amendment to conform
the terms of the plan to the plan’s prior
operations only to correct Operational
Failures listed in section 2.07 of Appen-
dix B. These failures must be corrected in
accordance with the correction methods
set forth in section 2.07 of Appendix B.
The amendment must comply with the
requirements of § 401(a), including the
requirements of 88 401(a)(4), 410(b), and
411(d)(6). SCP and VCO are not other-
wise available for a Plan Sponsor to cor-
rect an Operational Failure by a plan
amendment. Thus, if loans were made to
participants, but the plan document did
not permit loans to be made to partici-
pants, the failure cannot be corrected
under SCP or VCO by retroactively
amending the plan to provide for the
loans. However, if a Plan Sponsor cor-
rects an Operational Failure in accor-
dance with SCP or VCO, it may amend
the plan to the extent necessary to reflect
the corrective action. For example, if the
plan failed to satisfy the average deferral
percentage (“ADP’) test required under
§ 401(k)(3) and the Plan Sponsor must
make qualified nonelective contributions
not aready provided for under the plan,
the plan may be amended to provide for
qualified nonelective contributions. The
issuance of a compliance statement does
not constitute a determination as to the
effect of any plan amendment on the
qudification of the plan.

.07 Submission for a determination let-
ter. In a case in which correction of a
Qualification Failure includes correction
of a Plan Document Failure or correction
of an Operational Failure by plan amend-
ment, as permitted under section 4.06,
other than adoption of an amendment des-
ignated by the Service as a model amend-
ment or standardized prototype plan, the
amendment must be submitted to the Ser-
vice for approva using the appropriate
application form (i.e., the Form 5300
series or, if permitted, Form 6406) to
ensure that the amendment satisfies appli-
cable qualification requirements.

.08 Availability of correction of
Employer Eligibility Failure. A Plan
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Sponsor may use VCP general proce-
dures, VCT, or VCSEP to correct an
Employer Eligibility Failure. However,
under sections 4.01, 4.02, and 10, SCP,
VCO, and VCGroup are not available for
a Plan Sponsor to correct an Employer
Eligibility Failure.

.09 Egregious failures. SCP, VCO,
VCGroup, and VCSEP are not available
to correct Operational Failures that are
egregious. For example, if an employer
has consistently and improperly covered
only highly compensated employees or if
a contribution to a defined contribution
plan for a highly compensated individual
is several times greater than the dollar
limit set forth in § 415, the failure would
be considered egregious. VCPis available
to correct egregious failures; however,
these failures are subject to the fees
described in sections 12.01(4) and
12.05(6).

.10 Diversion or misuse of plan assets.
SCP, VCP, and Audit CAP are not avail-
able to correct failures relating to the
diversion or misuse of plan assets.

PART I11. DEFINITIONS,
CORRECTION PRINCIPLES, AND
RULES OF GENERAL
APPLICABILITY

SECTION 5. DEFINITIONS

The following definitions apply for
purposes of this revenue procedure:

.01 Definitions for Qualified Plans.
The definitions in this section 5.01 apply
to Qualified Plans.

(1) Qualified Plan. The term
“Qualified Plan” means a plan intended to
satisfy the requirements of § 401(a) or
§ 403(a).

(2) Qualification Failure. The term
“Qualification Failure” means any failure
that adversely affects the qualification of
a plan. There are four types of Qualifica
tion Failures: (a) Plan Document Failures,
(b) Operational Failures, (c) Demographic
Failures, and (d) Employer Eligibility
Failures.

(@) Plan Document Failure. The
term “Plan Document Failure” means a
plan provision (or the absence of a plan
provision) that, on its face, violates the
requirements of § 401(a) or § 403(a).
Thus, for example, the failure of a plan to
be amended to reflect a new qualification

July 22, 2002

requirement within the plan’s applicable
remediad  amendment period under
§ 401(b) is a Plan Document Failure. For
purposes of this revenue procedure, a
Plan Document Failure includes any
Qualification Failure that is a violation of
the requirements of § 401(a) or § 403(a)
and that is not an Operationa Failure,
Demographic Failure, or Employer Eligi-
bility Failure.

(b) Operational Failure. The term
“Operationa Failure” means a Qualifica-
tion Failure (other than an Employer Eli-
gibility Failure) that arises solely from the
failure to follow plan provisions. A failure
to follow the terms of the plan providing
for the satisfaction of the requirements of
8§ 401(k) and & 401(m) is considered to be
an Operational Failure. A plan does not
have an Operational Failure to the extent
the plan is permitted to be amended retro-
actively pursuant to § 401(b) or another
statutory provision to reflect the plan’s
operations. However, if within an appli-
cable remedial amendment period under
§ 401(b), a plan has been properly
amended for statutory or regulatory
changes and, on or &fter the later of the
date the amendment is effective or is
adopted, the amended provisions are not
followed, then the plan is considered to
have an Operational Failure.

(c) Demographic Failure. The
term “Demographic Failure” means a
fallure to satisfy the requirements of
§ 401(a)(4), § 401(a)(26), or § 410(b) that
is not an Operational Failure or an
Employer Eligibility Failure. The correc-
tion of a Demographic Failure generally
requires a corrective amendment to the
plan adding more benefits or increasing
existing benefits (cf., § 1.401(a)(4)—
11(g)).

(d) Employer Eligibility Failure.
The term “Employer Eligibility Failure”
means the adoption of a plan intended to
satisfy the requirements of 8§ 401(a) or
8§ 408(k) by an employer that fails to meet
the employer €dligibility requirements to
establish a § 401(k) or § 408(k) plan. An
Employer Eligibility Failure is not a Plan
Document, Operational, or Demographic
Failure.

(3) Excess Amount. The term
“Excess Amount” means (@) an Overpay-
ment, (b) an elective deferral or employee
after-tax contribution returned to satisfy
§ 415, (c) an elective deferral in excess of
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the limitation of 8 402(g) that is distrib-
uted, (d) an excess contribution or excess
aggregate contribution that is distributed
to satisfy § 401(k) or § 401(m), (e) an
amount contributed on behalf of an
employee that is in excess of the employ-
ee's benefit provided under a SEP, (f) an
excess contribution that is distributed to
satisfy § 408(k)(6)(A)(iii), (g) an elective
deferral that is distributed to satisfy the
limitation of § 401(a)(17), or (h) any
similar amount that is required to be dis-
tributed in order to maintain plan qualifi-
cation.

(4) Favorable Letter. The term
“Favorable Letter” means, in the case of
a Qualified Plan, a current favorable
determination letter for an individualy
designed plan (including a volume sub-
mitter plan that is not identical to an
approved volume submitter plan), a cur-
rent favorable opinion letter for a Plan
Sponsor that has adopted a master or pro-
totype plan, (standardized or nonstandard-
ized), or a current favorable advisory let-
ter and certification that the Plan Sponsor
has adopted a plan that is identical to an
approved volume submitter plan. A plan
has a current favorable determination let-
ter, opinion letter, or advisory letter if (a),
(b), (), (d), (&), (f), (g), or (h) below is
satisfied:

(a) The plan has a favorable deter-
mination letter, opinion letter, or advisory
letter/certification that considers GUST
(GUST is an acronym for the Uruguay
Round Agreements Act (GATT), the Uni-
formed Services Employment and Reem-
ployment Rights Act of 1994 (USERRA),
the Small Business Job Protection Act of
1996 (SBJPA), the Taxpayer Relief Act of
1997 (TRA ’97), the Interna Revenue
Service Restructuring and Reform Act of
1998 (RRA '98), and the Community
Renewal Tax Relief Act of 2000 (CRA).)

(b) The plan (i) either has a favor-
able determination letter, opinion letter, or
notification letter for a regional prototype
plan that considers the Tax Reform Act of
1986 (“TRA '86") or was initially
adopted or effective after December 7,
1994, and, (ii) the Plan Sponsor has by
the later of February 28, 2002, or the last
day of the first plan year beginning on or
after January 1, 2001, either submitted an
application for a determination letter on
GUST, or has adopted or certified that it
intends to adopt a master and prototype
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plan (includes former regional prototype
plans) or volume submitter plan, that has
been submitted for a GUST opinion letter
or agdvisory letter by December 31, 2000.

(c) The plan has a favorable deter-
mination letter that considers the Tax
Reform Act of 1986 (“TRA '86") or was
initially adopted or effective after Decem-
ber 7, 1994, and the plan is a plan directly
affected by the September 11, 2001, ter-
rorist attack on the United States, (see
Rev. Proc. 2001-55, 200149 |.R.B. 552)
and the Plan Sponsor has by June 30,
2002, submitted an application for a
determination letter request for GUST.

(d) The plan was timely amended
for TRA 86, the Unemployment Com-
pensation Act of 1992 (“UCA”"), and the
Omnibus Budget and Reconciliation Act
of 1993 (“OBRA '93") and the Plan
Sponsor has submitted an application for
a determination letter on GUST by Sep-
tember 3, 2002, in accordance with the
procedures set forth in Rev. Proc. 2002—
35, 2002-24 |.R.B. 1187.

(e) The plan isinitially adopted or
effective after February 28, 2002, and the
Plan Sponsor timely submits an applica-
tion for a determination letter within the
plan’s remedial amendment period under
§ 401(b).

(f) The plan is a governmental
plan or non-electing church plan
described in Rev. Proc. 99-23, 1999-1
C.B. 920, and has a favorable determina-
tion, opinion, or notification letter that
considers the Tax Equity and Fiscal
Responsibility Act of 1982 (“TEFRA"),
the Deficit Reduction Act of 1984
(“DEFRA™), and the Retirement Equity
Act of 1984 (“REA”), and the § 401(b)
remedial amendment period for TRA '86
has not yet expired.

(g) The plan is terminated prior to
the expiration of the applicable GUST
remedial  amendment period under
§ 401(b) and the plan was amended to
reflect the provisions of GUST.

(h) In the case of a SEPR, the term
“Favorable Letter” means (i) a valid
Model Form 5305-SEP or 5305A-SEP
adopted by an employer in accordance
with the instructions on the applicable
Form, (ii) a current favorable opinion let-
ter for a Plan Sponsor that has adopted a
prototype SEP which has been amended
in accordance with procedures set forth in
Rev. Proc. 94-13, 1994-1 C.B. 566, to
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take into account any applicable changes
in the law since the issuance of the opin-
ion letter, or (iii) in the case of an indi-
vidually designed SEP, a private letter
ruling that has been issued for the SEP.
(5) Maximum Payment Amount.
The term “Maximum Payment Amount”
means a monetary amount that is approxi-
mately egual to the tax the Service could
collect upon plan disqualification and is
the sum for the open taxable years of the:
(a) tax on the trust (Form 1041),
(b) additional income tax resulting
from the loss of employer deductions for
plan contributions (and any interest or
penalties applicable to the Plan Sponsor’s
return), and
(c) additional income tax resulting
from income inclusion for participants in
the plan (Form 1040).

(6) Overpayment. The term “Over-
payment” means a distribution to an
employee or beneficiary that exceeds the
employee’s or beneficiary’s benefit under
the terms of the plan because of afailure
to comply with plan terms that implement
§ 401(a)(17), § 401(m) (but only with
respect to the forfeiture of nonvested
matching contributions that are excess
aggregate contributions), § 411(a)(3)(G),
or 8 415. An Overpayment does not
include a distribution of any Excess
Amount described in section 5.01(3)(b)
through (h).

(7) Plan Sponsor. The term “Plan
Sponsor” means the employer that estab-
lishes or maintains a qualified retirement
plan for its employees.

(8) Transferred Assets. The term
“Transferred Assets’” means plan assets
that were received, in connection with a
corporate merger, acquisition or other
similar employer transaction, by the plan
in a transfer (including a merger or con-
solidation of plan assets) under § 414(1)
from a plan sponsored by an employer
that was not a member of the same con-
trolled group as the Plan Sponsor prior to
the corporate merger, acquisition, or other
similar employer transaction. If a transfer
of plan assets related to the same
employer transaction is accomplished
through severa transfers, then the date of
the transfer is the date of the first transfer.

.02 Definitions for 403(b) Plans. The
definitions in this section 5.02 apply to
403(b) Plans.
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(1) 403(b) Plan. The term “403(b)
Plan” means a plan or program intended
to satisfy the requirements of § 403(b).

(2) 403(b) Failure. A 403(b) Failure
is any Operational, Demographic, or
Employer Eligibility Failure as defined
below.

(a) Operational Failure. The term
“Operational Failure” means any of the
following:

(i) A failure to satisfy the
requirements of § 403(b)(12)(A)(ii)
(relating to the availability of salary
reduction contributions);

(i) A failure to satisfy the
requirements of § 401(m) (as applied to
403(b) Plans pursuant to § 403(b)(12)
(A)D);

(iii) A failure to satisfy the
requirements of § 401(a)(17) (as applied
to 403(b) Plans pursuant to § 403(b)(12)
(A)D);

(iv) A failure to satisfy the dis-
tribution restrictions of § 403(b)(7) or
§ 403(b)(11);

(v) A failure to satisfy the inci-
dental death benefit rules of § 403(b)(10);

(vi) A failure to pay minimum
required distributions under § 403(b)(10);

(vii) A failure to give employ-
ees the right to elect a direct rollover
under 8 403(b)(10), including the failure
to give meaningful notice of such right;

(viii) A failure of the annuity
contract or custodial agreement to pro-
vide participants with a right to elect a
direct rollover under 88 403(b)(10) and
401(a)(31);

(ix) A failure to satisfy the limit
on elective deferrals under § 403(b)
D(E);

(x) A failure of the annuity
contract or custodial agreement to pro-
vide the limit on elective deferrals under
88 403(b)(1)(E) and 401(a)(30);

(xi) A failure involving contri-
butions or alocations of Excess Amounts;
or

(xii) Any other failure to satisfy
applicable requirements under § 403(b)
that (A) results in the loss of § 403(b)
status for the plan or the loss of § 403(b)
status for one or more custodial
account(s) or annuity contract(s) under
the plan and (B) is not a Demographic
Failure, an Employer Eligibility Failure,
or a failure related to the purchase of
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annuity contracts, or contributions to cus-
todial accounts, on behalf of individuals
who are not employees of the employer.

(b) Demographic Failure. The
term “Demographic Failure” means a
failure to satisfy the requirements of
§ 401(a)(4), § 401(a)(26), or § 410(b) (as
applied to 403(b) Plans pursuant to
§ 403(b)(12)(A)(i)).

(c) Employer Eligibility Failure.
The term “Employer Eligibility Failure”
means any of the following:

(i) The adoption of a plan
intended to satisfy the requirements of
§ 403(b) by an employer that is not a tax-
exempt organization described in
§ 501(c)(3) or a public educationa orga
nization described in § 170(b)(1)(A)(ii);

(ii) A failure to satisfy the non-
transferability requirement of § 401(g);

(iii) A failure to initially estab-
lish or maintain a custodial account as
required by § 403(b)(7); or

(iv) A failure to purchase (ini-
tially or subsequently) either an annuity
contract from an insurance company
(unless grandfathered under Rev. Rul.
82-102, 1982-1 C.B. 62) or a custodial
account from a regulated investment
company utilizing a bank or an approved
non-bank trustee/custodian.

(3) Excess Amount. The term
“Excess Amount” means any contribu-
tions or alocations that are in excess of
the limits under § 415 for the year (and
for years prior to 1/1/02, the § 403(b)(2)
exclusion allowance limit for the year).

(4) Plan Sponsor. The term “Plan
Sponsor” means the employer that offers
a 403(b) Plan to its employees.

(5) Total Sanction Amount. The
term “Total Sanction Amount” means a
monetary amount that is approximately
equal to the income tax the Service could
collect as a result of the failure.

.03 Under Examination. (1) The term
“Under Examination” means. (a) a plan
that is under an Employee Plans examina-
tion (that is, an examination of a Form
5500 series or other Employee Plans
examination), or (b) a Plan Sponsor that
is under an Exempt Organizations exami-
nation (that is, an examination of a Form
990 series or other Exempt Organizations
examination).

(2) A plan that is under an
Employee Plans examination includes
any plan for which the Plan Sponsor, or a
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representative, has received verbal or
written notification from Employee Plans
of an impending Employee Plans exami-
nation, or of an impending referral for an
Employee Plans examination, and also
includes any plan that has been under an
Employee Plans examination and is now
in Appeals or in litigation for issues
raised in an Employee Plans examination.
A plan is considered to be Under Exami-
nation if it is aggregated for purposes of
satisfying the nondiscrimination require-
ments of § 401(a)(4), the minimum par-
ticipation requirements of § 401(a)(26),
the minimum coverage requirements of
8 410(b), or the requirements of
8§ 403(b)(12), with a plan(s) that is Under
Examination. In addition, a plan is con-
sidered to be Under Examination with
respect to a failure of a qualification
requirement (other than those described
in the preceding sentence) if the plan is
aggregated with another plan for purposes
of satisfying that qualification reguire-
ment (for example, § 402(g), § 415, or
§ 416) and that other plan is Under
Examination. For example, assume Plan
A has a § 415 failure, Plan A is aggre-
gated with Plan B only for purposes of
§ 415, and Plan B is Under Examination.
In this case, Plan A is considered to be
Under Examination with respect to the
§ 415 failure. However, if Plan A has a
failure relating to the spousal consent
rules under § 417 or the vesting rules of
§ 411, Plan A is not considered to be
Under Examination with respect to the
8 417 or § 411 failure. For purposes of
this revenue procedure, the term aggrega-
tion does not include consideration of
benefits provided by various plans for
purposes of the average benefits test set
forth in 8 410(b)(2).

(3) An Employee Plans examination
also includes a case in which a Plan
Sponsor has submitted a Form 5310 and
the Employee Plans agent notifies the
Plan Sponsor, or a representative, of pos-
sible Qualification Failures, whether or
not the Plan Sponsor is officially notified
of an “examination.” This would include
a case where, for example, a Plan Spon-
sor has applied for a determination letter
on plan termination, and an Employee
Plans agent notifies the Plan Sponsor that
there are partial termination concerns.

(4) A Plan Sponsor that is under an
Exempt Organizations examination
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includes any Plan Sponsor that has
received (or whose representative has
received) verbal or written notification
from Exempt Organizations of an
impending Exempt Organizations exami-
nation or of an impending referral for an
Exempt Organizations examination and
aso includes any Plan Sponsor that has
been under an Exempt Organizations
examination and is now in Appeals or in
litigation for issues raised in an Exempt
Organizations examination.

.04 SEP. The term “SEP” means a plan
intended to satisfy the requirements of
8 408(k). For purposes of this revenue
procedure, the term SEP also includes a
salary reduction SEP (“SARSEP”)
described in § 408(k)(6), when appli-
cable.

SECTION 6. CORRECTION
PRINCIPLES AND RULES OF
GENERAL APPLICABILITY

.01 Correction principles; rules of
general applicability. The general correc-
tion principles in section 6.02 and rules of
general applicability in sections 6.03
through 6.10 apply for purposes of this
revenue procedure.

.02 Correction principles. Generaly, a
failure is not corrected unless full correc-
tion is made with respect to al partici-
pants and beneficiaries, and for al tax-
able years (whether or not the taxable
year is closed). Even if correction is made
for a closed taxable year, the tax liability
associated with that year will not be rede-
termined because of the correction. In the
case of a Qualified Plan with an Opera-
tional Failure, correction is determined
taking into account the terms of the plan
at the time of the failure. Correction
should be accomplished taking into
account the following principles:

(1) Restoration of benefits. The cor-
rection method should restore the plan to
the position it would have been in had the
failure not occurred, including restoration
of current and former participants and
beneficiaries to the benefits and rights
they would have had if the failure had not
occurred.

(2) Reasonable and appropriate
correction. The correction should be rea-
sonable and appropriate for the failure.
Depending on the nature of the failure,
there may be more than one reasonable
and appropriate correction for the failure.
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For Qualified Plans, any correction
method permitted under Appendix A or
Appendix B is deemed to be a reasonable
and appropriate method of correcting the
related Qualification Failure. Any correc-
tion method permitted under Appendix A
applicable to a 403(b) Plan is deemed to
be a reasonable and appropriate method
of correcting the related 403(b) Failure.
Whether any other particular correction
method is reasonable and appropriate is
determined taking into account the appli-
cable facts and circumstances and the fol-
lowing principles:

(a) The correction method should,
to the extent possible, resemble one
aready provided for in the Code, regula-
tions thereunder, or other guidance of
general applicability. For example, for
Qualified Plans, the defined contribution
plan correction methods set forth in
§ 1.415-6(b)(6) would be the typical
means of correcting a failure under § 415.
Likewise, the correction method set forth
in § 1.402(g)-1(e)(2) would be the typical
means of correcting a failure under
§ 402(g).

(b) The correction method for fail-
ures relating to nondiscrimination should
provide benefits for nonhighly compen-
sated employees. For example, for Quali-
fied Plans, the correction method set forth
in § 1.401(a)(4)-11(g) (rather than meth-
ods making use of the special testing pro-
visions set forth in § 1.401(a)(4)-8 or
§ 1.401(a)(4)-9) would be the typical
means of correcting a failure to satisfy
nondiscrimination requirements. Simi-
larly, the correction of a failure to satisfy
the requirements of § 401(k)(3),
§ 401(m)(2), or § 401(m)(9) (relating to
nondiscrimination), solely by distributing
excess amounts to highly compensated
employees would not be the typical
means of correcting such a failure.

(c) The correction method should
keep plan assets in the plan, except to the
extent the Code, regulations, or other
guidance of general applicability provide
for correction by distribution to partici-
pants or beneficiaries or return of assets
to the employer or Plan Sponsor. For
example, if an excess alocation (not in
excess of the § 415 limits) made under a
Qualified Plan was made for a participant
under a plan (other than a cash or
deferred arrangement), the excess should
be reallocated to other participants or,
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depending on the facts and circumstances,
used to reduce future employer contribu-
tions.

(d) The correction method should
not violate another applicable specific
requirement of § 401(a) or § 403(b) (for
example, § 401(a)(4), § 411(d)(6), or
§ 403(b)(12), as applicable), or § 408(k)
for SEPs. If an additiona failure is cre-
ated as a result of the use of a correction
method in this revenue procedure, then
that failure also must be corrected in con-
junction with the use of that correction
method and in accordance with the
requirements of this revenue procedure.

(3) Consistency Requirement. Gen-
erally, where more than one correction
method is available to correct a type of
Operational Failure for a plan year (or
where there are alternative ways to apply
a correction method), the correction
method (or one of the aternative ways to
apply the correction method) should be
applied consistently in correcting all
Operational Failures of that type for that
plan year. Similarly, earnings adjustment
methods generally should be applied con-
sistently with respect to corrective contri-
butions or allocations for a particular type
of Operational Failure for a plan year. In
the case of a VCGroup submission, the
consistency requirement applies on a plan
by plan basis.

(4) Principles regarding corrective
allocations and corrective distributions.
The following principles apply where an
appropriate correction method includes
the use of corrective allocations or correc-
tive distributions:

(@) Corrective allocations under a
defined contribution plan should be based
upon the terms of the plan and other
applicable information at the time of the
failure (including the compensation that
would have been used under the plan for
the period with respect to which a correc-
tive allocation is being made) and should
be adjusted for earnings (including
losses) and forfeitures that would have
been allocated to the participant’s account
if the failure had not occurred. The cor-
rective allocation need not be adjusted for
losses. See section 3 of Appendix B for
additional information on calculation of
earnings for corrective allocations.

(b) A corrective alocation to a
participant’s account because of a failure
to make a required alocation in a prior
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limitation year will not be considered an
annual addition with respect to the par-
ticipant for the limitation year in which
the correction is made, but will be consid-
ered an annual addition for the limitation
year to which the corrective allocation
relates. However, the normal rules of
§ 404, regarding deductions, apply.

(c) Corrective allocations should
come only from employer contributions
(including forfeitures if the plan permits
their use to reduce employer contribu-
tions).

(d) In the case of a defined benefit
plan, a corrective distribution for an indi-
vidual should be increased to take into
account the delayed payment, consistent
with the plan’s actuarial adjustments.

(5) Special exceptions to full cor-
rection. In general, afailure must be fully
corrected. Although the mere fact that
correction is inconvenient or burdensome
is not enough to relieve a Plan Sponsor of
the need to make full correction, full cor-
rection may not be required in certain
situations because it is unreasonable or
not feasible. Even in these situations, the
correction method adopted must be one
that does not have significant adverse
effects on participants and beneficiaries
or the plan, and that does not discriminate
significantly in favor of highly compen-
sated employees. The exceptions
described below specify those situations
in which full correction is not required.

(@) Reasonable estimates. If it is
not possible to make a precise calcula-
tion, or the probable difference between
the approximate and the precise restora-
tion of a participant’s benefits is insignifi-
cant and the administrative cost of deter-
mining precise restoration would
significantly exceed the probable differ-
ence, reasonable estimates may be used in
calculating appropriate correction.

(b) Délivery of small benefits. If
the total corrective distribution due a par-
ticipant or beneficiary is $50 or less, the
Plan Sponsor is not required to make the
corrective distribution if the reasonable
direct costs of processing and delivering
the distribution to the participant or ben-
eficiary would exceed the amount of the
distribution.

(c) Recovery of small Overpay-
ments. Generally, for a submission under
VCR, if the total amount of an Overpay-
ment made to a participant or beneficiary
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is $100 or less, the Plan Sponsor is not
required to seek the return of the Over-
payment from the participant or benefi-
ciary.

(d) Locating lost participants.
Reasonable actions must be taken to find
al current and former participants and
beneficiaries to whom additional benefits
are due, but who have not been located
after a mailing to the last known address.
In general, such actions include use of the
Internal Revenue Service Letter Forward-
ing Program (see Rev. Proc. 94-22,
1994-1 C.B. 608) or the Socia Security
Administration Employer Reporting Ser-
vice. A plan will not be considered to
have failed to correct a failure due to the
inability to locate an individual if either
of these programs is used; provided that,
if the individual is later located, the addi-
tional benefits must be provided to the
individua at that time.

(6) Reporting. Any distributions
from the plan should be properly
reported.

.03 Correction of an Employer Eligi-
bility Failure (only available under VCP
general procedures, VCT, and VCSEP).
(1) The permitted correction of an
Employer Eligibility Failure is the cessa-
tion of al contributions (including salary
reduction and after-tax contributions)
beginning no later than the date the appli-
cation under VCP is filed. Pursuant to
V CP correction, the assets in such a plan
are to remain in the trust, annuity con-
tract, or custodial account and are to be
distributed no earlier than the occurrence
of one of the applicable distribution
events, e.g., for 403(b) Plans, the events
described in § 403(b)(7) (to the extent the
assets are held in custodial accounts) or
§ 403(b)(11) (for those assets invested in
annuity contracts that would be subject to
§ 403(b)(11) restrictions if the employer
were eligible). A Plan that is corrected
through VCP will be treated as subject to
all of the requirements and provisions of
§ 401(a) for aQualified Plan, § 403(b) for
a 403(b) Plan, and § 408(k) for a SEP
(including Code provisions relating to
rollovers).

(2) Cessation of contributions is not
required if continuation of contributions
would not be an Employer Eligibility
Failure (for example, a tax-exempt
employer may maintain a § 401(k) plan
after 1996).
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(3) Because a plan with an
Employer Eligibility Failure will be
treated as subject to al of the applicable
Code qudification requirements, the Plan
Sponsor must also correct al other fail-
ures in accordance with this revenue pro-
cedure.

.04 Correction by plan amendment. In
any case in which correction of a Quali-
fied Plan failure includes correction of a
Plan Document Failure or correction of
an Operational Failure by plan amend-
ment as permitted under section 4.06,
other than adoption of a model amend-
ment or a standardized prototype plan, the
amendment must be submitted to the Ser-
vice for approval under the appropriate
application form (i.e., Form 5300 series
or Form 6406) to ensure that the amend-
ment satisfies applicable qualification
requirements.

.05 Special rules relating to Excess
Amounts. (1) Treatment of Excess
Amounts under Qualified Plans. A distri-
bution of an Excess Amount is not eli-
gible for the favorable tax treatment
accorded to distributions from Qualified
Plans (such as eligibility for rollover
under § 402(c)). To the extent that a cur-
rent or prior distribution was a distribu-
tion of an Excess Amount, distribution of
that Excess Amount is not an eligible roll-
over distribution. Thus, for example, if
such a distribution was contributed to an
individual retirement arrangement
(“IRA™), the contribution is not a valid
rollover contribution for purposes of
determining the amount of excess contri-
butions (within the meaning of § 4973) to
the individual’s IRA. A distribution of an
Excess Amount is generally treated in the
manner described in section 3 of Rev.
Proc. 92-93, 1992-2 C.B. 505, relating to
the corrective disbursement of elective
deferrals. The distribution must be
reported on Forms 1099-R for the year of
distribution with respect to each partici-
pant or beneficiary receiving such a dis-
tribution. Where an Excess Amount has
been or is being distributed, the Plan
Sponsor must notify the recipient that (a)
an Excess Amount has been or will be
distributed and (b) an Excess Amount is
not eligible for favorable tax treatment
accorded to distributions from Qualified
Plans (and, specifically, is not eligible for
tax-free rollover).
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(2) Treatment of Excess Amounts
under 403(b) Plans. (a) Distribution of
Excess Amounts. Excess Amounts for a
year, adjusted for earnings through the
date of distribution, must be distributed to
affected participants and beneficiaries and
are includible in their gross income in the
year of distribution. The distribution of
Excess Amounts is not an eligible roll-
over distribution within the meaning of
8 403(b)(8). A distribution of Excess
Amounts is generaly treated in the man-
ner described in section 3 of Rev. Proc.
92-93 relating to the corrective disburse-
ment of elective deferrals. The distribu-
tion must be reported on Forms 1099-R
for the year of distribution with respect to
each participant or beneficiary receiving
such a distribution. In addition, the Plan
Sponsor must inform affected participants
and beneficiaries that the distribution of
Excess Amounts is not eligible for roll-
over.

(b) Retention of Excess Amounts.
Under VCT and Audit CAP, Excess
Amounts will be treated as corrected
(even though the Excess Amounts are
retained in the 403(b) Plan) if the follow-
ing requirements are satisfied. Excess
Amounts arising from a 8§ 415 failure,
adjusted for earnings through the date of
correction, must reduce affected partici-
pants' applicable § 415 limit for the year
following the year of correction (or for
the year of correction if the Plan Sponsor
so chooses), and subsequent years, until
the excess is eliminated.

.06 Correction under statute or regula-
tions. Generally, none of the correction
programs are available to correct failures
that can be corrected under the Code and
related regulations. For example, as a
general rule, a Plan Document Failure
that is adisqualifying provision for which
the remedial amendment period under
§ 401(b) has not expired can be corrected
by operation of the Code through retroac-
tive remedial amendment.

.07 Matters subject to excise taxes. (1)
Except as provided in paragraph (3) of
this subsection, excise taxes and addi-
tional taxes, to the extent applicable, are
not waived merely because the underly-
ing failure has been corrected or because
the taxes result from the correction. Thus,
for example, the excise tax on certain
excess contributions under § 4979 is not
waived under these correction programs.
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(2) Except as provided in paragraph
(3) of this section, the correction pro-
grams are not available for events for
which the Code provides tax conse-
guences other than plan disqualification
(such as the imposition of an excise tax or
additional income tax). For example,
funding deficiencies (failures to make the
required contributions to a plan subject to
§ 412), prohibited transactions, and fail-
ures to file the Form 5500 cannot be cor-
rected under the correction programs.
However, if the event is aso an Opera-
tional Failure (for example, if the terms
of the plan document relating to plan
loans to participants were not followed
and loans made under the plan did not
satisfy 8 72(p)(2)), the correction pro-
grams will be available to correct the
Operational Failure, even though the
excise or income taxes generally still will
apply.

(3) As part of VCR if the failure
involves the failure to satisfy the mini-
mum required distribution requirements
of § 401(a)(9), in appropriate cases, the
Service will waive the excise tax under
§ 4974 applicable to plan participants.
The waiver will be included in the com-
pliance statement. The Plan Sponsor, as
part of the submission, must request the
waiver and in cases where the participant
subject to the excise tax is an owner-
employee, as defined in § 401(c)(3), or a
10 percent owner of a corporation, the
Plan Sponsor must also provide an expla-
nation supporting the request.

.08 Correction for SEPs. (1) Correc-
tion for SEPs generally. Generdly, the
correction for a SEP is expected to be
similar to the correction required for a
Qualified Plan with a similar Qualifica-
tion Failure.

(2) Special correction for SEPs.
Under VCSEP, in any case in which cor-
rection under section 6.08(1) is not fea
sible for a SEP or in any other case deter-
mined by the Service in its discretion
(including failures relating to 88 402(g),
415, and 401(a)(17), failures relating to
deferral percentages, discontinuance of
contributions to a SARSER, and retention
of overcontributions for cases in which
there has been no violation of a statutory
limitation), the Service may provide for a
different correction. See section 12.07 for
a special fee that may apply in such a
case.
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(3) Correction of failure to satisfy
deferral percentage test. If the failure
involves a violation of the deferral per-
centage test under 8§ 408(K)(6)(A)(iii)
applicable to a SARSEP, there are severa
methods to correct the failure, similar to
the methods used in VCS and VCO. This
failure may be corrected in one of the fol-
lowing ways:

() The Plan Sponsor may make
contributions that are 100% vested to all
eligible nonhighly compensated employ-
ees (to the extent permitted by § 415)
necessary to raise the deferral percentage
needed to pass the test. This amount may
be calculated as either the same percent-
age of compensation or the same flat dol-
lar amount (regardless of the terms of the
SEP).

(b) The Plan Sponsor may effect
distribution of excess contributions,
adjusted for earnings through the date of
correction, to highly compensated
employees to correct the failure. The Plan
Sponsor must also contribute to the SEP
an amount equal to the total amount dis-
tributed. This amount must be allocated
to (i) current employees who were non-
highly compensated employees in the
year of the failure, (ii) current nonhighly
compensated employees who were non-
highly compensated employees in the
year of the failure, or (iii) employees
(both current and former) who were non-
highly compensated employees in the
year of the failure.

(4) Treatment of undercontributions
to a SEP. (a) Make-up contributions;
earnings. The Plan Sponsor should cor-
rect undercontributions to a SEP by con-
tributing make-up amounts that are fully
vested, adjusted for earnings credited
from the date of the failure to the date of
correction.

(b) Earnings adjustment methods.
(i) The earnings rate generally is based on
the investment results that would have
applied to the corrective contribution if
the failure had not occurred.

(i) Insofar as SEP assets are
held in IRAs, there is no earnings rate
under the SEP as a whole. If the Plan
Sponsor is unable to determine what the
actual investment results would have
been, a reasonable interest rate may be
used.

.09 Confidentiality and disclosure.
Because each correction program relates
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directly to the enforcement of the Code
qualification requirements, the informa-
tion received or generated by the Service
under the program is subject to the confi-
dentiality requirements of § 6103 and is
not a written determination within the
meaning of § 6110.

.10 No effect on other law. Correction
under these programs has no effect on the
rights of any party under any other law,
including Title | of the Employee Retire-
ment Income Security Act of 1974
(“ERISA”).

PART IV. SELF-CORRECTION (SCP)

SECTION 7. IN GENERAL

The requirements of this section 7 are
satisfied with respect to an Operational
Failure if the Plan Sponsor of a Qualified
Plan, a 403(b) Plan, or a SEP satisfies the
requirements of section 8 (relating to
insignificant Operational Failures) or, in
the case of a Qualified Plan or a 403(b)
Plan, section 9 (relating to significant
Operational Failures).

SECTION 8. SELF-CORRECTION OF
INSIGNIFICANT OPERATIONAL
FAILURES

.01 Requirements. The requirements of
this section 8 are satisfied with respect to
an Operational Failure if the Operational
Failure is corrected and, given all the
facts and circumstances, the Operational
Failure is insignificant. This section 8 is
available for correcting an insignificant
Operational Failure even if the plan or
Plan Sponsor is Under Examination and
even if the Operational Failure is discov-
ered by an agent on examination.

.02 Factors. The factors to be consid-
ered in determining whether or not an
Operational Failure under a plan isinsig-
nificant include, but are not limited to: (1)
whether other failures occurred during the
period being examined (for this purpose,
a failure is not considered to have
occurred more than once merely because
more than one participant is affected by
the failure); (2) the percentage of plan
assets and contributions involved in the
failure; (3) the number of years the failure
occurred; (4) the number of participants
affected relative to the total number of
participants in the plan; (5) the number of
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participants affected as a result of the fail-
ure relative to the number of participants
who could have been affected by the fail-
ure; (6) whether correction was made
within a reasonable time after discovery
of the failure; and (7) the reason for the
failure (for example, data errors such as
errors in the transcription of data, the
transposition of numbers, or minor arith-
metic errors). No single factor is determi-
native. Additionaly, factors (2), (4), and
(5) should not be interpreted to exclude
small businesses.

.03 Multiple failures. In the case of a
plan with more than one Operational Fail-
ure in a single year, or Operationa Fail-
ures that occur in more than one year, the
Operational Failures are eligible for cor-
rection under this section 8 only if al of
the Operational Failures are insignificant
in the aggregate. Operational Failures that
have been corrected under SCP in section
9 and VCP in sections 10 and 11 are not
taken into account for purposes of deter-
mining if Operational Failures are insig-
nificant in the aggregate.

.04 Examples. The following examples
illustrate the application of this section 8.
It is assumed, in each example, that the
eligibility requirements of section 4 relat-
ing to SCP have been satisfied and that no
Operational Failures occurred other than
the Operational Failures identified below.

Example 1: In 1984, Employer X established
Plan A, a profit-sharing plan that satisfies the
requirements of § 401(a) in form. In 1999, the ben-
efits of 50 of the 250 participants in Plan A were
limited by § 415(c). However, when the Service
examined Plan A in 2002, it discovered that, during
the 1999 limitation year, the annual additions allo-
cated to the accounts of 3 of these employees
exceeded the maximum limitations under § 415(c).
Employer X contributed $3,500,000 to the plan for
the plan year. The amount of the excesses totaled
$4,550. Under these facts, because the number of
participants affected by the failure relative to the
total number of participants who could have been
affected by the failure, and the monetary amount of
the failure relative to the total employer contribution
to the plan for the 1999 plan year, are insignificant,
the § 415(c) failure in Plan A that occurred in 1999
would be eligible for correction under this section 8.

Example 2: The facts are the same as in Example
1, except that the failure to satisfy § 415 occurred
during each of the 1998, 1999, and 2000 limitation
years. In addition, the three participants affected by
the § 415 failure were not identical each year. The
fact that the § 415 failures occurred during more
than one limitation year did not cause the failures to
be significant; accordingly, the failures are still €li-
gible for correction under this section 8.

Example 3: The facts are the same as in Example
1, except that the annual additions of 18 of the 50
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employees whose benefits were limited by § 415(c)
nevertheless exceeded the maximum limitations
under § 415(c) during the 1999 limitation year, and
the amount of the excesses ranged from $1,000 to
$9,000, and totaled $150,000. Under these facts,
taking into account the number of participants
affected by the failure relative to the total number of
participants who could have been affected by the
failure for the 1999 limitation year (and the mon-
etary amount of the failure relative to the total
employer contribution), the failure is significant.
Accordingly, the § 415(c) failure in Plan A that
occurred in 1999 is ineligible for correction under
this section 8 as an insignificant failure.

Example 4: Employer J maintains Plan C, a
money purchase pension plan established in 1992.
The plan document satisfies the requirements of
§ 401(a) of the Code. The formula under the plan
provides for an employer contribution equal to 10%
of compensation, as defined in the plan. During its
examination of the plan for the 1999 plan year, the
Service discovered that the employee responsible
for entering data into the employer’s computer made
minor arithmetic errors in transcribing the compen-
sation data with respect to 6 of the plan’s 40 partici-
pants, resulting in excess allocations to those 6 par-
ticipants' accounts. Under these facts, the number of
participants affected by the failure relative to the
number of participants that could have been affected
is insignificant, and the failure is due to minor data
errors. Thus, the failure occurring in 1999 would be
insignificant and therefore eligible for correction
under this section 8.

Example 5: Public School maintains for its 200
employees a salary reduction 403(b) Plan (the
“Plan”) that satisfies the reguirements of § 403(b).
The business manager has primary responsibility for
administering the Plan, in addition to other adminis-
trative functions within Public School. During the
1998 plan year, a former employee should have
received an additional minimum required distribu-
tion of $278 under § 403(b)(10). Another participant
received an impermissible hardship withdrawal of
$2,500. Another participant made elective deferrals
of $11,000, $1,000 of which was in excess of the
§ 402(g) limit. Under these facts, even though mul-
tiple failures occurred in a single plan year, the fail-
ures will be eligible for correction under this section
8 because in the aggregate the failures are insignifi-
cant.

SECTION 9. SELF-CORRECTION OF
SIGNIFICANT OPERATIONAL
FAILURES

.01 Requirements. The requirements of
this section 9 are satisfied with respect to
an Operational Failure (even if signifi-
cant) if the Operational Failure is cor-
rected and the correction is either com-
pleted or substantially completed (in
accordance with section 9.04) by the last
day of the correction period described in
section 9.02.

.02 Correction period. (1) End of cor-
rection period. The last day of the correc-
tion period for an Operationa Failure is
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the last day of the second plan year fol-
lowing the plan year for which the failure
occurred. However, in the case of a fail-
ure to satisfy the requirements of
§ 401(k)(3), 401(m)(2), or 401(m)(9), the
correction period does not end until the
last day of the second plan year following
the plan year that includes the last day of
the additional period for correction per-
mitted under § 401(k)(8) or 401(m)(6). If
a 403(b) Plan does not have a plan year,
the plan year is deemed to be the calendar
year for purposes of this subsection.

(2) Extension of correction period
for Transferred Assets. In the case of an
Operational Failure that relates only to
Transferred Assets, or to a plan assumed
in connection with a corporate merger,
acquisition or other similar employer
transaction, the correction period does not
end until the last day of the first plan year
that begins after the corporate merger,
acquisition, or other similar employer
transaction between the Plan Sponsor and
the sponsor of the transferor plan or the
prior sponsor of an assumed plan.

(3) Effect of examination. The cor-
rection period for an Operational Failure
that occurs for any plan year ends, in any
event, on the first date the plan or Plan
Sponsor is Under Examination for that
plan year (determined without regard to
the second sentence of section 9.02). (But
see section 9.04 for specia rules permit-
ting completion of correction after the
end of the correction period.)

.03 Correction by plan amendment. In
order to complete correction by plan
amendment (as permitted under section
4.06) during the correction period, the
appropriate application (i.e., the Form
5300 series or Form 6406) must be sub-
mitted before the end of the correction
period.

.04 Substantial completion of correc-
tion. Correction of an Operational Failure
is substantially completed by the last day
of the correction period only if the
requirements of either paragraph (1) or
(2) are satisfied.

(1) The requirements of this para-
graph (1) are satisfied if:

(a) during the correction period,
the Plan Sponsor is reasonably prompt in
identifying the Operational Failure, for-
mulating a correction method, and initiat-
ing correction in a manner that demon-
strates a commitment to completing
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correction of the Operational Failure as
expeditiously as practicable, and

(b) within 90 days after the last
day of the correction period, the Plan
Sponsor completes correction of the
Operational Failure.

(2) The requirements of this para-
graph (2) are satisfied if:

(8) during the correction period,
correction is completed with respect to 85
percent of al participants affected by the
Operational Failure, and

(b) thereafter, the Plan Sponsor
completes correction of the Operational
Failure with respect to the remaining
affected participants in a diligent manner.

.05 Examples. The following examples
illustrate the application of this section 9.
Assume that the €eligibility requirements
of section 4 relating to SCP have been
met.

Example 1: Employer Z established a qudlified
defined contribution plan in 1986 and received a
favorable determination letter for TRA *86. During
1999, while doing a self-audit of the operation of
the plan for the 1998 plan year, the plan administra-
tor discovered that, despite the practices and proce-
dures established by Employer Z with respect to the
plan, several employees eligible to participate in the
plan were excluded from participation. The admin-
istrator also found that for 1998 Operationa Fail-
ures occurred because the elective deferrals of addi-
tional employees exceeded the § 402(g) limit and
Employer Z failed to make the required top-heavy
minimum contribution. During the 1999 plan year,
the Plan Sponsor made corrective contributions on
behalf of the excluded employees, distributed the
excess deferrals to the affected participants, and
made a top-heavy minimum contribution to all par-
ticipants entitled to that contribution for the 1998
plan year. Each corrective contribution and distribu-
tion was credited with earnings at a rate appropriate
for the plan from the date the corrective contribution
or distribution should have been made to the date of
correction. Under these facts, the Plan Sponsor has
corrected the Operational Failures for the 1998 plan
year within the correction period and thus satisfied
the requirements of this section 9.

Example 2: Employer A established a qualified
defined contribution plan, Plan A, in 1990 and
received a favorable determination letter for TRA
’86. In April 2002, Employer A purchased all of the
stock of Employer B, a wholly-owned subsidiary of
Employer C. Employees of Employer B participated
in a qualified defined contribution plan sponsored
by Employer C, Plan C. Following Employer A’s
review of Plan C, Employer A and Employer C
agreed that Plan A would accept a transfer of plan
assets attributable to the account balances of the
employees of Employer B who had participated in
Plan C. As part of this agreement, Employer C rep-
resented to Employer A that Plan C is tax qualified.
Employers A and C aso agreed that such transfer
would be in accordance with § 414(l) and
§ 1.414(1)-1 and addressed issues related to costs
associated with the transfer. Following the transac-
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tion, the employees of Employer B began participa-
tion in Plan A. Effective July 1, 2002, Plan A
accepted the transfer of plan assets from Plan C.
After the transfer, Employer A determined that all
the participants in one division of Employer B had
been incorrectly excluded from alocation of the
profit sharing contributions for the 1998 and 1999
plan years. During 2003, Employer A made correc-
tive contributions on behaf of the affected partici-
pants. The corrective contributions were credited
with earnings at a rate appropriate for the plan from
the date the corrective contribution should have
been made to the date of correction and Employer A
otherwise complied with the requirements of SCP.
Under these facts, Employer A has, within the cor-
rection period, corrected the Operational Failures for
the 1998 and 1999 plan years with respect to the
assets transferred to Plan A, and thus satisfied the
requirements of this section 9.

PART V. VOLUNTARY CORRECTION
PROGRAM WITH SERVICE
APPROVAL (VCP)

SECTION 10. VCP GENERAL
PROCEDURES

.01 VCP requirements. The require-
ments of this section 10 are satisfied with
respect to failures submitted in accor-
dance with the requirements of this sec-
tion 10 if the Plan Sponsor pays the com-
pliance fee required under section 12 and
implements the corrective actions and sat-
isfies any other conditions in the compli-
ance statement described in section 10.07.

.02 ldentification of failures. VCP is
not based upon an examination of the
plan by the Service. Only the failures
raised by the Plan Sponsor or failures
identified by the Service in processing the
application will be addressed under the
program, and only those failures will be
covered by the program. The Service will
not make any investigation or finding
under VCP concerning whether there are
failures.

.03 Availability of correction of a ter-
minated plan. Correction of Qualification
Failures in a terminated plan may be
made under VCP,

.04 Effect of VCP submission on
examination. Because VCP does not arise
out of an examination, consideration
under VCP does not preclude or impede
(under § 7605(b) or any administrative
provisions adopted by the Service) a sub-
sequent examination of the Plan Sponsor
or the plan by the Service with respect to
the taxable year (or years) involved with
respect to matters that are outside the
compliance statement. However, a Plan
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Sponsor’'s statements describing failures
are made only for purposes of VCP and
will not be regarded by the Service as an
admission of afailure for purposes of any
subsequent examination.

.05 No concurrent examination activ-
ity. Except in unusua circumstances, a
plan that has been properly submitted
under VCP will not be examined while
the submission is pending. This practice
regarding concurrent examinations does
not extend to other plans of the Plan
Sponsor. Thus, any plan of the Plan Spon-
sor that is not pending under VCP could
be subject to examination.

.06 Submission of determination letter
application for plan amendments. In any
case in which correction of a Qualified
Plan failure includes correction of a Plan
Document Failure or correction of an
Operational Failure by plan amendment
as permitted under section 4.06, other
than adoption of an amendment desig-
nated by the Service as a model amend-
ment or a standardized prototype plan, the
Plan Sponsor should submit a copy of the
amendment, the appropriate application
form (i.e., Form 5300 series or Form
6406), and the appropriate user fee con-
currently and to the same address as the
VCP submission. The user fee for the
determination letter application and the
fee for a VCP submission which requires
an up-front fee, for example, a VCO or
VCS submission, must be submitted on
separate certified or cashier’'s checks
made payable to the U.S. Treasury.

.07 Processing of submission. (1)
Screening of submission. Upon receipt of
a submission under VCP, the Service will
review whether the eligibility require-
ments of section 4 and the submission
requirements of section 11 are satisfied. If
the Service determines that a VCP sub-
mission is serioudly deficient, the Service
reserves the right to return the submis-
sion, including any compliance fee, with-
out contacting the Plan Sponsor.

(2) Review of submission. Once the
Service determines that the submission is
complete under VCP, the Service will
consult with the Plan Sponsor or the Plan
Sponsor’s representative to discuss the
proposed corrections and the plan’s
administrative procedures.

(3) Additional information required.
If additional information is required, a
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Service representative will generally con-
tact the Plan Sponsor or the Plan Spon-
sor's representative and explain what is
needed to complete the submission. The
Plan Sponsor will have 21 calendar days
from the date of this contact to provide
the requested information. If the informa-
tion is not received within 21 days, the
matter will be closed, the compliance fee
will not be returned, and the case may be
referred to Employee Plans Examinations.
Any request for an extension of the
21-day time period must be made in writ-
ing within the 21-day time period and
must be approved by the Service (by the
applicable group manager).

(4) Additional failures discovered
after initial submission. (a) A Plan Spon-
sor that discovers additional, unrelated
Qualification or 403(b) Failures after its
initial submission may request that such
failures be added to its submission. How-
ever, the Service retains the discretion to
reject the inclusion of such failures if the
request is not timely, for example, if the
Plan Sponsor makes its request when pro-
cessing of the submission is substantially
complete.

(b) If the Service discovers an
unrelated Qualification or 403(b) Failure
while the request is pending, the failure
generally will be added to the failures
under consideration. However, the Ser-
vice retains the discretion to determine
that a failure is outside the scope of the
voluntary request for consideration
because it was not voluntarily brought
forward by the Plan Sponsor. In this case,
if the additional failure is significant, all
aspects of the plan may be examined and
the rules pertaining to Audit CAP will
apply. (See sections 13 and 14.)

(5) Conference right. If the Service
initially determines that it cannot issue a
compliance statement because the parties
cannot agree upon correction or a change
in administrative procedures, the Plan
Sponsor (generally through the Plan
Sponsor’'s representative) will be con-
tacted by the Service representative and
offered a conference with the Service.
The conference can be held either in per-
son or by telephone and must be held
within 21 calendar days of the date of
contact. The Plan Sponsor will have 21
calendar days after the date of the confer-
ence to submit additiona information in
support of the submission. Any request
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for an extension of the 21-day time period
must be made in writing within the
21-day time period and must be approved
by the Service (by the applicable group
manager). Additional conferences may be
held at the discretion of the Service.

(6) Failure to reach resolution. If
the Service and the Plan Sponsor cannot
reach agreement with respect to the sub-
mission, all aspects of the plan may be
examined, and the Service may refer the
submission to Employee Plans Examina-
tions.

(7) Issuance of compliance state-
ment. If agreement is reached, the Service
will send to the Plan Sponsor an unsigned
compliance statement specifying the cor-
rective action required. Within 30 calen-
dar days of the date the compliance state-
ment is sent, a Plan Sponsor must sign the
compliance statement and return it and
any compliance fee required to be paid at
the time that the compliance statement is
signed (see sections 11.05 and 11.06
regarding timing of payment of compli-
ance fee). The Service will then issue a
signed copy of the compliance statement
to the Plan Sponsor. If the Plan Sponsor
does not send the Service the signed com-
pliance statement (with the compliance
fee) within 30 calendar days, the plan
may be referred to Employee Plans
Examinations for examination consider-
ation.

(8) Timing of correction. The Plan
Sponsor must implement the specific cor-
rections and administrative changes set
forth in the compliance statement within
150 days of the date of the compliance
statement. Any request for an extension
of this time period must be made in
advance and in writing and must be
approved by the Service.

(90 Moaodification of compliance
statement. Once the compliance statement
has been issued (based on the information
provided), the Plan Sponsor cannot
request a modification of the compliance
terms except by a new request for a com-
pliance statement. However, if the
requested modification is minor and is
postmarked no later than 30 days after the
compliance statement is issued, the com-
pliance fee for the modification will be
the lesser of the original compliance fee
or $1,250.

(10) Verification. Once the compli-
ance statement has been issued, the Ser-
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vice may require verification that the cor-
rections have been made and that any
plan administrative procedures required
by the statement have been implemented.
This verification does not constitute an
examination of the books and records of
the employer or the plan (within the
meaning of 8§ 7605(b)). If the Service
determines that the Plan Sponsor did not
implement the corrections and procedures
within the stated time period, the plan
may be referred to Employee Plans
Examinations for examination consider-
ation.

.08 Compliance statement. (1) Gen-
eral description of compliance statement.
The compliance statement issued for a
VCP submission addresses the failures
identified, the terms of correction, includ-
ing any revision of administrative proce-
dures, and the time period within which
proposed corrections must be imple-
mented, including any changes in admin-
istrative procedures. The compliance
statement also provides that the Service
will not treat the plan as failing to satisfy
the applicable reguirements of the Code
on account of the failures described in the
compliance statement if the conditions of
the compliance statement are satisfied.
Where current procedures are inadequate
for operating the plan in conformance
with the applicable requirements of the
Code, the compliance statement will be
conditioned upon the implementation of
stated administrative procedures. The Ser-
vice may prescribe appropriate adminis-
trative procedures in the compliance
statement.

(2) Compliance statement condi-
tioned upon timely correction. The com-
pliance statement is conditioned on (i)
there being no misstatement or omission
of material facts in connection with the
submission and (ii) the implementation of
the specific corrections and satisfaction of
any other conditions in the compliance
Statement.

(3) Authority delegated. Compli-
ance statements (including any waiver of
the excise tax under § 4974) are autho-
rized to be signed by Area Managers
reporting to the Director, Employee Plans
Examinations, and managers within
Employee Plans Rulings and Agreements,
under the Tax Exempt and Government
Entities Operating Division of the Ser-
vice.
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.09 Effect of compliance statement on
examination. The compliance statement is
binding upon both the Service and the
Plan Sponsor or Eligible Organization (as
defined in section 10.15(2)) with respect
to the specific tax matters identified
therein for the periods specified, but does
not preclude or impede an examination of
the plan by the Service relating to matters
outside the compliance statement, even
with respect to the same taxable year or
years to which the compliance statement
relates.

.10 Processing of determination letter
applications not submitted under VCP.
(1) The Service may process a determina-
tion letter application submitted under the
determination letter program (including
an application requested on Form 5310)
concurrently with a VCP submission for
the same plan. However, issuance of the
determination letter in response to an
application made on a Form 5310 will be
suspended pending the closure of the
V CP submission.

(2) A submission of a plan under
the determination letter program does not
congtitute a submission under VCP. Thus,
a Plan Sponsor that discovers a Qualifica-
tion Failure in its plan must make a sepa-
rate application under VCP. If the failure
is discovered by the Service in connection
with a determination letter application,
the agent may issue a closing agreement
with respect to the failures identified or, if
appropriate, refer the case to Employee
Plans Examinations. In either case, the
fee structure in section 12, applicable to
VCP, will not apply. Instead, the fee
structure in section 14 relating to Audit
CAP will apply. (See sections 13 and 14.)

.11 Special rules relating to VCO. (1)
Under VCP, Operational Failures in a
Qualified Plan may be corrected under
the VCO rules in this subsection. VCO is
available only if the plan’s identified fail-
ures are al Operational Failures and only
if the plan has a Favorable Letter.

(2) If the plan is not the subject of
a Favorable Letter, or if the submission
either includes a failure other than an
Operational Failure or includes an egre-
gious failure described in section 4.09,
the submission will be converted from a
submission under VCO to a submission
under the VCP general procedures. The
compliance fee will be retained and will
be applied to the compliance fee required
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under the VCP general procedures. The
Service retains the discretion to determine
whether a submission is outside the scope
of the special VCO rules even if the iden-
tified failures are Operational Failures
and the plan has a Favorable Letter. The
discretion will be applied only in rare and
unusua circumstances.

.12 Special rules relating to VCS (1)
Under VCO, certain Operational Failures
in a Qualified Plan may be corrected
under the VCS rules in this subsection.
VCS is available only if the plan’s only
identified Operational Failures are fail-
ures addressed in Appendix A or Appen-
dix B of this revenue procedure and the
failures are corrected in accordance with
an applicable correction method set forth
in Appendix A or Appendix B. Appropri-
ate correction must be made for any
Qualification Failure that results from the
application of a VCS correction.

(2) The correction methods set forth
in Appendix A and Appendix B are
strictly construed and are the only accept-
able correction methods for failures cor-
rected under VCS. If the Plan Sponsor
wishes to modify a correction method
provided in Appendix A or Appendix B or
to propose another method, the Plan
Sponsor may not use VCS, but may
reguest a compliance statement under the
VCO procedure.

(3) VCSiis not available if the Plan
Sponsor has identified more than two fail-
ures in a single VCS request. If there are
one or two failures that can be corrected
under VCS and there are other failures
that cannot be corrected under VCS, VCS
is not available. The Service reserves the
right to shift requests for consideration
under VCS into VCO if the Plan Sponsor
submits a second VCS request with
respect to the same plan while the first
VCS request is being considered or dur-
ing the 12 months after the first VCS
compliance statement is issued. Both
V CS requests may be shifted into VCO if
the first VCS request is still being consid-
ered.

(4) The Service will review a VCS
request within 120 days of the date the
submission is received and determined to
be complete. If the Service determines
that the request is acceptable, the Service
will issue a compliance statement on the
Plan Sponsor’s proposed correction.
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13 Special rules relating to Anony-
mous (John Doe) Submission Procedure.
(1) The Anonymous Submission Proce-
dure permits submission of a Qualified or
403(b) Plan under VCP without initially
identifying the applicable plan(s), the
Plan Sponsor(s), or the Eligible Organiza-
tion. The requirements of this revenue
procedure relating to VCR, including sec-
tions 10, 11, and 12, apply to these sub-
missions. However, information identify-
ing the plan or the Plan Sponsor may be
redacted (and the power of attorney state-
ment and the penalty of perjury statement
need not be included with the initial sub-
mission). For purposes of processing the
submission, the State of the Plan Sponsor
must be identified in the initial submis-
sion. Once the Service and the plan rep-
resentative reach agreement with respect
to the submission, the Service will con-
tact the plan representative in writing
indicating the terms of the agreement.
The Plan Sponsor will have 21 calendar
days from the date of the letter of agree-
ment to identify the plan and Plan Spon-
sor. If the Plan Sponsor does not submit
the identifying material (including the
power of attorney statement and the pen-
alty of perjury statement) within 21 calen-
dar days of the letter of agreement, the
matter will be closed and the compliance
fee will not be returned.

(2) Notwithstanding section 10.05,
until the plan(s) and Plan Sponsor(s) are
identified to the Service, a submission
under this subsection does not preclude or
impede an examination of the Plan Spon-
sor or its plan(s). Thus, a plan submitted
under the Anonymous Submission Proce-
dure that comes Under Examination prior
to the date the plan(s) and Plan Spon-
sor(s) identifying materials are received
by the Service will no longer be €eligible
for either the Anonymous Submission
Procedure or VCP.

(3) The Anonymous Submission
Procedure is extended indefinitely.

.14 Special rules relating to VCT. A
VCP submission for a 403(b) Plan is
required to be made under the VCT pro-
cedure. A VCT submission is subject to
the procedures of sections 10 and 11. A
403(b) Plan is not eligible for VCO or
VCS.

.15 Special rules relating to VCGroup.
(1) General rules. An Eligible Organiza-
tion may submit a VCP request for a
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Qualified Plan or a 403(b) Plan under the
VCGroup procedure for Operational and
Plan Document Failures under this sub-
section and may not submit an application
under VCO, VCS, or VCT.

(2) Eligible Organizations. For pur-
poses of VCGroup, the term “Eligible
Organization” means either (a) a Sponsor
(as that term is defined in section 4.09 of
Rev. Proc. 2000-20, 2000-1 C.B. 553) of
a master or prototype plan, (b) an insur-
ance company or other entity that has
issued annuity contracts or provides ser-
vices with respect to assets for 403(b)
Plans, or (c) an entity that provides its
clients with administrative services with
respect to Qualified Plans or 403(b)
Plans. An Eligible Organization is not eli-
gible for VCGroup unless the submission
includes a failure resulting from a sys-
temic error involving the Eligible Organi-
zation that affects at least 20 plans and
that results in at least 20 plans imple-
menting correction. If, at any time before
the Service provides an unsigned compli-
ance statement, the number of plans falls
below 20, the Eligible Organization must
notify the Service that it is no longer dli-
gible for VCGroup (and the compliance
fee will be retained).

(3) Special VCGroup procedures.
(@) A VCGroup submission is subject to
the same procedures as any VCP submis-
sion in accordance with sections 10 and
11, except that the Eligible Organization
is responsible for performing the proce-
dural obligations imposed on the Plan
Sponsor under sections 10 and 11.

(b) When an Eligible Organization
under VCGroup receives an unsigned
compliance statement on the proposed
correction and agrees to the terms of the
compliance statement, the Eligible Orga-
nization must return to the Service within
120 calendar days not only the signed
compliance statement and any additional
compliance fee under section 12.06, but
also a list containing (i) the employers
tax identification numbers for the Plan
Sponsors of the plans to whom the com-
pliance statement may be applicable and
(it) the plans by name, plan number, type
of plan, number of plan participants, and
trust’s tax identification numbers, if
applicable, along with (iii) a power of
attorney (which may be a limited power
of attorney) from each of the Plan Spon-
sors authorizing the Eligible Organization
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or its representative to act on the Plan
Sponsor’s behalf with respect to the items
in the compliance statement and (iv) a
certification that each Plan Sponsor
timely filed the Form 5500 return for
each plan. Only those plans for which
correction is actually made within 240
calendar days of the date of the signed
compliance statement (or within such
longer period as may be agreed to by the
Service at the request of the Eligible
Organization) will be covered by that
Statement.

(c) Notwithstanding section 10.04,
until the Eligible Organization provides
the Service with the information of sec-
tion 10.14(3)(b)(i) through (iv) with
respect to a Plan Sponsor and its plan(s),
a VCGroup submission does not preclude
or impede an examination of the Plan
Sponsor or its plan(s).

(4) VCGroup implementation. The
VCGroup procedure is being imple-
mented on a provisional basis, and the
Service and Treasury invite comments on
the operation of the VCGroup procedure.

.16 Special rules relating to VCSEP. A
VCP submission for a SEP is required to
be made under the VCSEP procedure. A
V CSEP submission is subject to the pro-
cedures of sections 10 and 11. A SEP Plan
is not eligible for VCO or VCS.

.17 Multiemployer and multiple
employer plans. (1) In the case of a mul-
tiemployer or multiple employer plan, the
plan administrator (rather than any con-
tributing or adopting employer) must
request consideration of the plan under
the programs. The request must be with
respect to the plan, rather than a portion
of the plan affecting any particular
employer.

(2) If a VCP submission for a muilti-
employer or multiple employer plan has
failures that apply to fewer than all of the
employers under the plan, the plan
administrator may choose to have the
compliance fee (in section 12) or sanction
(in section 14) calculated separately for
each employer based on the assets attrib-
utable to that employer, rather than being
attributable to the assets of the entire
plan. Thus, the plan administrator may
choose to apply the provisions of this
paragraph where the failure is attributable
in whole or in part to data, information,
actions, or inactions that are within the
control of the employers rather than the
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multiemployer or multiple employer plan
(such as attribution in whole or in part to
the failure of an employer to provide the
plan administrator with full and complete
information).

SECTION 11. APPLICATION
PROCEDURES FOR VCP

.01 General rules. The requirements of
this section 11 are satisfied if the request
for a compliance statement from the Ser-
vice under VCP satisfies the informa-
tional and other requirements of this sec-
tion 11. In general, a request under VCP
consists of a letter from the Plan Sponsor
(which may be a letter from the Plan
Sponsor’s representative) or Eligible
Organization (or representative) to the
Service that contains a description of the
failures, a description of the proposed
methods of correction, and other proce-
dural items, and includes supporting
information and documentation as
described below.

.02 Submission requirements. The let-
ter from the Plan Sponsor or the Plan
Sponsor’s representative must contain the
following:

(1) A complete description of the
failures and the years in which the fail-
ures occurred, including closed years
(that is, years for which the statutory
period has expired).

(2) A description of the administra-
tive procedures in effect at the time the
failures occurred.

(3) An explanation of how and why
the failures arose.

(4) A detailed description of the
method for correcting the failures that the
Plan Sponsor has implemented or pro-
poses to implement. Each step of the cor-
rection method must be described in nar-
rative form. The description must include
the specific information needed to sup-
port the suggested correction method.
This information includes, for example,
the number of employees affected and the
expected cost of correction (both of
which may be approximated if the exact
number cannot be determined at the time
of the request), the years involved, and
calculations or assumptions the Plan
Sponsor used to determine the amounts
needed for correction. See section 10.11
for special procedures regarding VCS.

(5) A description of the methodol-
ogy that will be used to calculate earnings
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or actuarial adjustments on any corrective
contributions or distributions (indicating
the computation periods and the basis for
determining earnings or actuaria adjust-
ments, in accordance with section
6.02(4)).

(6) Specific calculations for each
affected employee or a representative
sample of affected employees. The
sample calculations must be sufficient to
demonstrate each aspect of the correction
method proposed. For example, if a Plan
Sponsor reguests a compliance statement
with respect to afailure to satisfy the con-
tribution limits of § 415(c) and proposes
a correction method that involves elective
contributions (whether matched or
unmatched) and matching contributions,
the Plan Sponsor must submit calcula-
tions illustrating the correction method
proposed with respect to each type of
contribution. As another example, with
respect to afalure to satisfy the ADP test
in § 401(k)(3), the Plan Sponsor must
submit the ADP test results both before
the correction and after the correction.

(7) The method that will be used to
locate and notify former employees and
beneficiaries, or an affirmative statement
that no former employees or beneficiaries
were affected by the failures or will be
affected by the correction.

(8) A description of the measures
that have been or will be implemented to
ensure that the same failures will not
recur.

(9) A statement that, to the best of
the Plan Sponsor’ s knowledge, neither the
plan nor the Plan Sponsor is Under
Examination.

(20) If a submission includes a fail-
ure that refers to Transferred Assets and
occurred prior to the transfer, a descrip-
tion of the transaction (including the dates
of the employer change and the plan
transfer).

(12) A statement (if applicable) that
the plan is currently being considered in a
determination letter application. If the
request for a determination letter is made
while a request for consideration under
VCP is pending, the Plan Sponsor must
update the VCP request to add this infor-
mation.

.03 Submission requirements under
special procedures. The letter from the
Plan Sponsor or the Plan Sponsor’s repre-
sentative must also contain the following:
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(1) VCS In the case of a VCS sub-
mission, a statement that it is a VCS
request, a description of the applicable
correction in accordance with Appendix
A or Appendix B, and a statement that the
Plan Sponsor proposes to implement (or
has implemented) the correction(s).

(2) VCT. In the case of a VCT sub-
mission, a statement that the Plan Spon-
sor has contacted all other entities
involved with the plan and has been
assured of cooperation in implementing
the applicable correction, to the extent
necessary. For example, if the plan’'s fail-
ure is the failure to satisfy the require-
ments of § 403(b)(1)(E) on elective defer-
rals, the Plan Sponsor must, prior to
making the VCT application, contact the
insurance company or custodian with
control over the plan's assets to assure
cooperation in effecting a distribution of
the excess deferrals and the earnings
thereon. An application under VCT must
also contain a statement as to the type of
employer (e.g., a tax-exempt organization
described in § 501(c)(3)) submitting the
VCT application.

(3) VCGroup. A VCGroup submis-
sion must be signed by the Eligible Orga-
nization or the Eligible Organization's
authorized representative and accompa-
nied by a copy of the relevant portions of
the plan document(s).

(4) VCSEP. In the case of aVCSEP
submission, a statement that it is a
V CSEP request.

.04 Required documents. A VCP sub-
mission must be accompanied by the fol-
lowing documents:

(1) Form 5500 or similar informa-
tion. (@) VCP. In the case of the general
procedures under VCP, a copy of the most
recently filed Form 5500 series return.

(b) VCO and VCS. In the case of
aVCO or VCS submission, a copy of the
first page and a copy of the page contain-
ing employee census information (cur-
rently, line 7f of the 1999 Form 5500) and
a copy of the page containing the total
amount of plan assets (currently, line 31f
of the 1999 Form 5500) or the most
recently filed Form 5500 series return.

(c) Anonymous submission. In the
case of a submission under the Anony-
mous Submission Procedure, the
employee census and plan asset informa-
tion may be redacted and replaced by
numbers that are rounded up.
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(d) VCT. In the case of a VCT
submission, if Form 5500 is inapplicable,
the information generally included on the
first two pages of Form 5500, including
the name and number of the plan, and the
employer’s Employer Identification Num-
ber.

(e) VCSEP. In the case of a
VCSEP submission, if Form 5500 is inap-
plicable, the information generally
included on the first two pages of Form
5500, including the name and number of
the plan, and the employer's Employer
Identification Number.

(2) Plan document. A copy of the
relevant portions of the plan document.
For example, in a case involving
improper exclusion of eligible employees
from a profit-sharing plan with a cash or
deferred arrangement, relevant portions of
the plan document include the eligibility,
alocation, and cash or deferred arrange-
ment provisions of the basic plan docu-
ment (and the adoption agreement, if
applicable), along with applicable defini-
tions in the plan. If the plan is a 403(b)
Plan and a plan document is not avail-
able, written descriptions of the plan, and
sample salary reduction agreements if rel-
evant. In the case of a SEP, submit the
entire plan document.

(3) Determination letter applica-
tion. In any case in which correction of a
Qualified Plan failure includes correction
of a Plan Document Failure or correction
of an Operationa Failure by plan amend-
ment as permitted under section 4.06,
other than adoption of an amendment des-
ignated by the Service as a model amend-
ment or a standardized or prototype plan,
the Plan Sponsor must submit the amend-
ment, the appropriate application form
(i.e., Form 5300 series or Form 6406),
and the appropriate user fee. The user fee
for the determination letter application
and the fee for a VCP submission which
requires an up-front fee, for example, a
VCO or VCS submission, must be sub-
mitted on separate certified or cashier's
checks made payable to the U.S. Trea
sury.

(4) Copy of Favorable Letter for
VCO, VCS, or VCSEP. In the case of
VCO, VCS, or VCSEP, a copy of a
Favorable Letter.

.05 Date VCP fee due generally.
Except as provided in section 11.06, the
VCP fee under section 12 is due at the
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time the compliance statement is signed
by the Plan Sponsor and returned to the
Service. All fees must be submitted by
certified or cashier’'s check made payable
to the U.S. Treasury.

.06 Fee due earlier for VCO, VCS
Anonymous Submission, VCGroup, and
VCSEP. In the case of a VCO or VCS
submission, the appropriate fee described
in section 12.02 or 12.03 must be
included with the submission. In the case
of a submission made under the Anony-
mous Submission Procedure, VCGroup,
or VCSER, theinitial fee described in sec-
tion 12.04(1), 12.06, or 12.07(1), respec-
tively, must be included with the submis-
sion (and any additional fee is due at the
time provided in section 11.05).

.07 Signed submission. The submission
must be signed by the Plan Sponsor or the
sponsor’s authorized representative.

.08 Power of attorney requirements. To
sign the submission or to appear before
the Service in connection with the sub-
mission, the Plan Sponsor’s representa-
tive must comply with the requirements
of section 9.02(11) and (12) of Rev. Proc.
20024, 2002-1 1.R.B. 127.

.09 Penalty of perjury statement. The
following declaration must accompany a
request and any factual information or
change in the submission at a later time:
“Under penalties of perjury, | declare
that | have examined this submission,
including accompanying documents,

and, to the best of my knowledge and
belief, the facts presented in support of
this submission are true, correct, and
complete.” The declaration must be
signed by the Plan Sponsor, not the Plan
Sponsor’s representative.

.10 Checklist. The Service will be able
to respond more quickly to aVCP request
if the request is carefully prepared and
complete. The checklist in Appendix C is
designed to assist Plan Sponsors and their
representatives in preparing a submission
that contains the information and docu-
ments required under this revenue proce-
dure. The checklist in Appendix C must
be completed, signed, and dated by the
Plan Sponsor or the Plan Sponsor’s repre-
sentative, and should be placed on top of
the submission. A photocopy of this
checklist may be used.

.11 Designation. The letter to the Ser-
vice should be designated “VCP",
“VCO", “VCS’, “VCT", “VCSEP", or
“VCGroup”, as appropriate, in the upper
right hand corner of the letter. In addition,
if the submission is an Anonymous Sub-
mission, the letter should also be desig-
nated “Anonymous Submission Proce-
dure”.

.12 VCP mailing address. All VCP
submissions should be mailed to:

Internal Revenue Service
Attention: T:EP:RA:VC
PO. Box 27063

McPherson Station
Washington, D.C. 20038

.13 Maintenance of copies of submis-
sions. Plan Sponsors and their representa-
tives should maintain copies of al corre-
spondence submitted to the Service with
respect to their VCP requests.

SECTION 12. VCP FEES

.01 VCP general procedure compli-
ance fee. (1) Compliance fee chart.
Except as otherwise provided in this sec-
tion 12, the compliance fee for an appli-
cation under VCP is determined in accor-
dance with the chart below. All fees must
be submitted by certified or cashier’s
check made payable to the U.S. Treasury.
The chart contains a graduated range of
fees based on the size of the plan and the
number of participants. Each range
includes a minimum amount, a maximum
amount, and a presumptive amount. In
each case, the minimum amount is the
applicable VCO fee in section 12.02. It is
expected that in most instances the com-
pliance fee imposed will be at or near the
presumptive amount in each range; how-
ever, the fee may be a higher or lower
amount within the range, depending on
the factors in paragraph (2) below.

VCP GENERAL PROCEDURES COMPLIANCE FEES
# of participants Fee range Presumptive Amount
10 or fewer VCO fee* to $4,000 $2,000
11 to 50 VCO fee* to $8,000 $4,000
51 to 100 VCO fee* to $12,000 $6,000
101 to 300 VCO fee* to $16,000 $8,000
301 to 1,000 VCO fee* to $30,000 $15,000
Over 1,000 VCO fee* to $70,000 $35,000

* |tems marked by asterisk refer to the VCO compliance fee that would apply under section 12.02 if the plan had been submitted

under VCO.

(2) Factors considered. Except as
provided in section 12.01(3) with respect
to nonamenders and section 12.01(4)
relating to egregious failures, consider-
ation of whether the compliance fee
should be equa to, greater than, or less
than the presumptive amount will depend
on factors relating to the nature, extent,
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and severity of the failure. These factors
include: (a) whether the failureis afailure
to satisfy the requirements of § 401(a)(4),
8§ 401(a)(26), or 8§ 410(b), (b) whether the
plan has both Operational and Plan Docu-
ment Failures, (c) the period over which
the violation occurred (for example, the
time that has elapsed since the end of the
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applicable remedial amendment period
under § 401(b) for a Plan Document Fail-
ure), (d) the extent to which the plan has
accepted Transferred Assets, and the
extent to which the failures relate to the
Transferred Assets and occurred before
the transfer, and (€) whether the plan has
a Favorable Letter.
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(3) VCP fee for nonamenders. The
V CP compliance fee for a submission that
includes only a Plan Document Failure
that is solely a failure to amend the plan
timely to comply with required tax law
changes is determined in accordance with
section 12.01(1), as follows:

(@) GUST (for plans filed after
September 3, 2002), UCA or OBRA '93
model amendments only — the fee is the
halfway point between the minimum
amount and the presumptive amount of
the applicable fee range.

(b) TRA '86 — the fee is the pre-
sumptive amount of the applicable fee
range, and clause (a) does not apply.

(c) TEFRA, DEFRA, or REA —
the fee is the halfway point between the
presumptive amount and the maximum
amount of the applicable fee range, and
clauses (a) and (b) do not apply.

(d) ERISA — the fee is the maxi-
mum amount of the applicable fee range,
and clauses (@), (b), and (c) do not apply.

(4) Egregious failures. In cases
involving failures that are egregious (as
described in section 4.09), (a) the maxi-
mum compliance fee applicable to the
plan under the chart in 12.01(1) is
increased to 40 percent of the Maximum
Payment Amount and (b) no presumptive
amount applies.

.02 VCO fee. Unless VCS is appli-
cable, the VCO compliance fee depends
on the assets of the plan and the number
of plan participants.

(1) The fee for a plan with assets of
less than $500,000 and no more than
1,000 plan participants is $500.

(2) The fee for a plan with assets of
at least $500,000 and no more than 1,000
plan participants is $1,250.

(3) The fee for a plan with more
than 1,000 plan participants but fewer
than 10,000 plan participants is $5,000.

(4) The fee for a plan with 10,000
or more plan participants is $10,000.

.03 VCS fee. The VCS compliance fee
is $350.

.04 Fee for Anonymous Submission.
The compliance fee for the Anonymous
Submission Procedure is the fee appli-
cable under other provisions of this sec-
tion 12 (i.e., the fee under section 12.01
for VCP general procedures, the fee under
section 12.02 for VCO, or the fee under
section 12.05 for VCT).

(1) The initia portion of the fee is
the amount determined under section
12.02 (for the VCP general procedures or
VCO) or 12.05(2) (for VCT).

(2) The additional fee, if any, isthe
fee determined under section 12.01 or
12.05, if applicable, reduced by the feein
section 12.04(1).

.05 VCT Fee. (1) VCT compliance fee.
The applicable VCT compliance fee
depends on the type of failure and, gener-
ally, the number of employees of the
employer.

(2) Fee for Operational Failures.
Subject to section 12.05(3), the compli-
ance fee for submissions that include only
Operational Failuresis as follows:

(8) The fee for an employer with
fewer than 25 employees is $500.

(b) The fee for an employer with
at least 25 and no more than 1,000
employeses is $1,250.

(c) The fee for an employer with
more than 1,000 employees but less than
10,000 is $5,000.

(d) The fee for an employer with
10,000 or more employees is $10,000.

(3) Fee for certain Excess Amounts.
Subject to section 12.05(6), the compli-

ance fee for Excess Amounts that are cor-
rected pursuant to section 6.05(2)(b) is
equal to the sum of (a) the applicable fee
described in section 12.05(2), plus (b) ten
percent of the Excess Amounts, adjusted
for earnings through the date of the VCT
application, contributed or allocated in
the calendar year of the VCT application
and in the three calendar years prior
thereto. If there is afailure to satisfy both
the § 403(b)(2) and § 415 limits with
respect to a single employee for a year,
the fee will take into account only the
larger Excess Amount.

(4) Fee for Demographic and Eligi-
bility Failures. (a) Subject to section
12.05(6), the compliance fee for a 403(b)
Plan with failures that include any Demo-
graphic or Employer Eligibility Failure is
determined in accordance with the VCP
fee table in section 12.01(1), except that
(i) the reference to VCO fees is changed
to refer to the VCT compliance fee for
Operational Failures in section 12.05(2)
above and (ii) the fee is determined with
reference to the number of employees
rather than participants.

(b) In addition to the types of fac-
tors listed in section 12.01(2), factors
considered in determining the compliance
fee for failures that include any Demo-
graphic or Employer Eligibility Failure
under VCT include: (i) whether the fail-
ures include a Demographic Failure, (ii)
whether the 403(b) Plan has a combina-
tion of two or more types of failures
(Operational, Demographic, and
Employer Eligibility); and (iii) the period
of time over which the failure occurred.

(5) Fee for multiple failures. If cor-
rection is requested for multiple failures,
the compliance fee is determined in
accordance with the table below.

Multiple Operational Failures

Fee described in section 12.05(2)

Multiple Demographic or Eligibility Failures

Fee described in section 12.05(4)

Eligibility Failures

Combination of Operational and Demographic or

Fee described in section 12.05(4)

correction of Excess Amounts

Operational Failure(s) with section 6.05(2)(b)

Fee described in section 12.05(3)

Demographic or Eligibility Failures and Operational Failures
including section 6.05(2)(b) correction of Excess Amounts

Fee described in section 12.05(3), substituting section
12.05(4) fee for section 12.05(2) fee
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(6) Fee for egregious failures. In
cases involving failures that are egre-
gious, the maximum VCT compliance fee
applicable to the plan is increased to 40
percent of the Total Sanction Amount and
no presumptive amount applies.

.06 VCGroup fees. The compliance fee
for a VCGroup submission is based on
the number of plans to which the compli-
ance statement is applicable. The initial
fee is $10,000. In the case of a submis-
sion with only corrections under Appen-
dix A or B, an additional fee is due equal
to the product of the number of plans in
excess of 20 times $125, up to a maxi-
mum of $40,000; in any other case, the
additional fee is equal to the product of
the number of plansin excess of 20 times
$250, up to a maximum of $90,000.

.07 VCSEP fees. The applicable
VV CSEP compliance fee is the same as the
fee for VCP in section 12.01, subject to
the following:

(2) In the case of a SEP with Opera-
tional Failures only, the compliance feeis
determined in accordance with the VCO
fee schedule in section 12.02, except that
the fee is determined solely on the basis
of the number of plan participants.

(2) In any case in which a SEP cor-
rection is not similar to a correction for a
similar Qualification Failure (as provided
under section 6.08(1)), the Service may
impose an additional fee. If the failure
involves an overcontribution to a SEP
that is not the result of a failure to satisfy
a statutory limit on contributions to a SEP
and the Plan Sponsor retains the overcon-
tribution in the SEP, afee equal to at least
ten percent of the overcontribution
excluding earnings will be imposed. This
is in addition to the VCSEP compliance
fee.

.08 Establishing amount of assets and
number of plan participants. Compliance
fees under this section 12 are calculated
by the Plan Sponsor using the numbers
from the most recently filed Form 5500
series to establish the fee. Thus, with
respect to the 1999 Form 5500, the Plan
Sponsor would use the number shown on
line 7(f) (or the equivaent line on the
Form 5500 C/R or EZ) to establish the
number of plan participants and would
use line 31(f) (or the equivaent line on
the Form 5500 C/R or EZ) to establish
the amount of plan assets. If the submis-
sion involves a plan with Transferred
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Assets and no new incidents of the failure
occurred after the end of the second plan
year that begins after the corporate
merger, acquisition, or other similar
employer transaction, the Plan Sponsor
may calculate the amount of plan assets
and number of plan participants based on
the Form 5500 information that would
have been filed by the Plan Sponsor for
the plan year that includes the employer
transaction if the Transferred Assets were
maintained as a separate plan. In the case
of a SEP not required to file a Form 5500,
the Plan Sponsor may use other reason-
able information to determine the amount
of plan assets and the number of partici-
pants.

PART VI. CORRECTION ON AUDIT
(AUDIT CAP)

SECTION 13. DESCRIPTION OF
AUDIT CAP

.01 Audit CAP requirements. If the
Service identifies a Qualification or
403(b) Failure (other than a failure that
has been corrected in accordance with
SCP or VCP) upon an Employee Plans or
Exempt Organizations examination of a
Qualified Plan, 403(b) Plan, or SEP, the
requirements of this section 13 are satis-
fied with respect to the failure if the Plan
Sponsor corrects the failure, pays a sanc-
tion in accordance with section 14, satis-
fies any additional requirements of sec-
tion 13.03, and enters into a closing
agreement with the Service.

.02 Payment of sanction. Payment of
the sanction under section 14 generaly is
required at the time the closing agreement
is signed. All sanction amounts should be
submitted by certified or cashier’s check
made payable to the U.S. Treasury.

.03 Additional requirements. Depend-
ing on the nature of the failure, the Ser-
vice will discuss the appropriateness of
the plan’s existing administrative proce-
dures with the Plan Sponsor. If existing
administrative procedures are inadequate
for operating the plan in conformance
with the applicable requirements of the
Code, the closing agreement may be con-
ditioned upon the implementation of
stated procedures. In addition, for Quali-
fied Plans, the Plan Sponsor may be
required to obtain a Favorable Letter
before the closing agreement is signed
unless the Service determines that it is
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unnecessary based on the facts and cir-
cumstances (for example, because the
plan aready has a Favorable Letter and
no significant amendments are adopted).
If a Favorable Letter is required, the Plan
Sponsor is required to pay the applicable
user fee for obtaining the letter.

.04 Failure to reach resolution. If the
Service and the Plan Sponsor cannot
reach an agreement with respect to the
correction of the failure(s) or the amount
of the sanction, the plan will be disquali-
fied or, in the case of a 403(b) Plan or
SEPR, will not have reliance on this rev-
enue procedure.

.05 Effect of closing agreement. A clos-
ing agreement constitutes an agreement
between the Service and the Plan Sponsor
that is binding with respect to the tax
matters identified therein for the periods
specified.

.06 Other procedural rules. The proce-
dural rules for Audit CAP are set forth in
I